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STOCK PRICE BEHAVIOR ON EX-DIVIDEND DATES 


James A. CAMPBELL AND WILLIAM BERANEK* 
University of California, Los Angeles 


IT Is GENERALLY assumed among stockholders and brokers that a 
stock price should drop on the ex-dividend date by approximately the 
amount of the dividend, and that (except for a possible income tax 
factor) it is a matter of no moment whether one buys or sells before 
or after the ex-dividend date. This assumption has apparently led 
those who formulate stock exchange rules to the conclusion that it is 
fair and proper on the ex-dividend date to reduce all open bids, as 
well as stop orders to sell, by the amount of the dividend (to the 
nearest eighth). 

Although the financial issues involved here are small, since the 
typical corporate dividend amounts to only about 1.5 per cent of the 
market value of the stock, the frequency of occurrence of ex-divi- 
dend dates seemed to justify the testing of the foregoing ideas. Two 
separate statistical studies based on New York Stock Exchange quo- 
tations and using different stocks in different years lead the authors 
of this paper to the following conclusions: 

1. The average stock price drop-off on the ex-dividend date tends 
to be about 90 per cent of the amount of the dividend when the stock 
market is otherwise stable. 

2. The stock exchange practice of marking down open bids and 
stop orders to sell by the full amount of the dividend tends to cause 
the ex-dividend drop-off to be larger than it otherwise would be and 
definitely larger than it logically should be. As a corollary, ex-divi- 
dend sales would be more equitable if stock exchange rules allowed 
for a reduction of open bids and stop orders to sell by an amount 
substantially less than the full amount of the dividend. 

3. The 90 per cent average drop-off tends to make it advantageous 


*This paper was written as an ou.c:)..’. ©" a seminar project under the direction 
of Professor John C. Clendenin, University Caufornia, Los Angeles. 
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for a tax-sensitive investor to buy after the ex-dividend date, but 
better to sell before if he is contemplating a transaction on or about 
the ex-dividend date.’ 

4. Tax-sensitive buyers and sellers in a 25 per cent income tax 
bracket would usually find equal advantage in trades before and 
after an ex-dividend date if the price drop-off is 75 per cent to 85 per 
cent of the dividend, while those in a 50 per cent bracket would find 
equal advantage if the drop-off is 50 per cent to 66% per cent. 

5. The price drop-off on the ex-dividend date varies widely in in- 
dividual cases, so much so that most individuals cannot count on ad- 
vantage from a rational policy unless they make a large number of 
trades. 


Price BEHAVIOR ON Ex-DivipEND DATES 


The major statistical problem in this study was that of obtaining 
a measure of stock price behavior on ex-dividend dates. Two tests 
were made, one using dates falling between October, 1949 and April, 
1950, and the second covering the last three months of 1953. In each 
instance the dividends selected were payable in multiples of $.124, so 
that an ex-dividend price drop-off of exactly 100 per cent of the divi- 
dend was statistically possible. The dividends used were assorted as 
to size, except that none under $.374 was used. 

The 1949-50 test covered 199 cases, the majority chosen from 
days in which the ranges of the Dow-Jones Composite Average did 
not exceed .25, and in which the opening Average on the ex-dividend 
day did not suffer from the previous day’s close by more than this 
amount.” In this test all stock price changes were measured from the 
closing price of the preceding day to the opening price on the ex- 
dividend day. This test shows a median price drop-off of approxi- 
mately 92 per cent of the dividend, with about 89 per cent for 104 
50-cent dividends and 95 per cent for 95 larger dividends. The indi- 
vidual percentages were widely scattered. 

The 1953 test was based on 200 dividends, 20 cases each of 
amounts of $.374, $.50, $.624, $.75, $:874, $1.00, $1.25, $1.50, $1.75, 

1. It is to be noted that we are not advocating a policy of “trading” dividends for 


capital gains by selling stock immediately before it goes ex-dividend and then seeking 
to repurchase it on the ex-dividend date at a price which discounts the dividend. 


2. A weakness may arise here in that the effect of concentration of dividends on par- 
ticular dates on the Dow-Jones Composite Average was not taken into account. The 
increase in the Average, on these days, may have been moderately below what it would 
have been in the absence of such dividend concentrations. But the fact that the “con- 
trol” operated on both the day previous to the ex-dividend date as well as on the ex- 
dividend date leads one to believe that this error was very unlikely to occur. And even 
if it did, its effect would have been negligible on the important results of the study. 
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and $2.00. In this instance the price changes were measured in two 
ways: (a) between the ex-dividend opening sale and the previous 
day’s close and (5) between the averages of the high-low prices for 
the two days. No attempt was made to select dates on which the gen- 
eral market was stable, a factor which may have caused the average 
price drop-off to be minutely smaller than it would otherwise have 
been. The results of this test are shown in Table 1. 


TABLE 1 
ARITHMETIC MEANS OF ARITHMETIC MEANS OF 
Drop-orr PERCENTAGES Drop-oFrr PERCENTAGES 
CALCULATED ON CALCULATED ON 

Twenty Stocks TEN “‘Instpe’’ Stocks 

Closing- Average of Closing- Average of 

AMOUNT OF Opening High-Low Opening High-Low 
DIvIDEND Price Price Price Price 
eda 73.4 78.4 76.7 76.7 
58.8 65.0 62.5 
-624... 98.0 94.0 100.0 104.0 
102.4 86.6 103.2 95.0 
78.1 78.1 83.8 78.8 
79.5 66.0 85.0 83.0 
1.3... 103.5 103.0 100.6 101.4 
aA 102.1 83.2 106.7 85.9 
2.6... 66.6 65.3 108.2 117.5 


| 


Arithmetic mean of 
above means*...... 85.2 78.2 89.0 85.7 


* This is equivalent to mean of individual drop-off percentages since dividend classes have 
equal frequencies, i.e., 20 and 10 respectively. 


The arithmetic means based on the ten “inside” stocks—that is, with 
the five highest and five lowest drop-off percentages eliminated—are 
probably the best averages, since the extreme cases include several 
instances of stocks enjoying buoyant markets. 

Median drop-offs on these 200 cases were 96 per cent on the clos- 
ing-to-opening basis and 83 per cent on the average-price basis. The 
individual percentages were again widely scattered, with no signif- 
icant modal tendency as can be seen from Table 2; moreover, out of 
200 cases studied, 14 stocks actually rose in price when they sold 
ex-dividend, and 14 declined by 200 per cent of the dividend or more. 

Two bits of evidence point to the conclusion that the stock ex- 
change practice of marking down open bids on the ex-dividend day 
by the full amount of the dividend is a significant factor in the price 
drops. First, it appears from Table 2 that the price difference be- 
tween the opening sale on the ex-dividend date and the last sale on 
the preceding day tends to be definitely larger than the differences 
between the average prices of the two days. This is probably ac- 
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counted for by the automatic reduction of open bids on the morning 
of the ex-dividend date, which leaves the market vulnerable until a 
normal flow of new bids takes over later in the day. Corroborating 
evidence is found in the fact that the price drop-off on the ex-divi- 
dend date seems to be greater in preferreds and other stocks with 
thin markets than it is in active stocks where dependence on open 
price-limit bids is less important. 


TABLE 2 


Frequency DISTRIBUTION OF 
Drop-orr PERCENTAGES 


Drop-off Closing- Average of 
Percentages Opening High-Low 
Below —9 14 19 

—9- 10 13 12 
11- 30 14 20 
31- 50 19 19 
51- 70 14 10 
71- 90 23 33* 
91-110 27* 22 

111- 30 25 23 

131- 50 23 13 

151- 70 5 7 

171- 90 9 9 

Above 190 14 13 
Total 200 200 


* Median intervals. 


INCOME Tax IMPLICATIONS 


Federal income tax regulations assess a tax against any stock- 
holder who receives a corporate dividend, even if he purchased the 
stock immediately before the ex-dividend date and paid a price 
which fully reflected the imminent dividend. Conversely, a stock- 
holder who sells immediately before an ex-dividend date and obtains 
a price which actually incorporates most or all of a forthcoming 
dividend will pay no tax on the dividend, since he nominally does not 
receive it. This situation makes it advisable for a tax-paying pros- 
pective seller to sell before rather than after an ex-dividend date, 
other things being equal, since our data indicate a probable price 
drop-off on the ex-date of about 90 per cent of the dividend. If he 
held his stock until after the ex-dividend date he would lose this 
amount because of the price drop, and he could retain much less 
than this percentage of his dividend after paying his top-bracket tax 
on it. A tax-paying purchaser, on the other hand, would usually do 
well to buy on the ex-dividend date; the ex-dividend price drop-off 
of 90 per cent of the dividend is a greater advantage to him than he 


hy 
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could obtain by buying the dividend and paying a tax on it. Based 
on the ordinary income tax only, it appears that either a seller or a 
buyer would find equal advantage in trading before or after the ex- 
dividend date, if the price drop-off on that date equaled the per- 
centage of the dividend which he could retain after taxes. Clearly, 
this calls for a price drop-off of only 50 to 75 per cent of the divi- 
dend, much smaller than is the usual case. 

But capital gains taxes may be a factor in these calculations also. 
The seller who sells before an ex-dividend date will escape income 
taxes on the dividend, but his selling price may contain a commen- 
surately larger taxable capital gain. Likewise, the buyer who buys 
after the ex-dividend date obtains an advantage in the lowered price, 
which may ultimately cost him a slightly increased capital gains tax. 

Combined consideration of these two factors leads to the conclu- 
sion that traders in a 25 per cent tax bracket would find equal advan- 
tage in trades before and after an ex-dividend date if the price drop- 
off were 75 to 85 per cent of the dividend, while those in a 50 per 
cent bracket would find equal advantage if the drop-off were 50 per 
cent to 66% per cent. This suggests that a fully rational market 
might make the drop-off between 65 and 75 per cent of the dividend 
—taking into account a market composed of high-bracket individ- 
uals, low-bracket individuals, and all manner of corporations, insti- 
tutions, and fiduciaries. 


CoNCLUSIONS 


The major conclusions to be derived from the foregoing data have 
already been stated. However, one item will bear repetition: on 
balance, a tax-paying individual will do better to sell before an ex- 
dividend date but to buy after it. For a tax-exempt institution, the 
rule is exactly the reverse. In neither instance is the advantage likely 
to exceed one-fourth of 1 per cent of the selling price of the stock, 
except in the case of a high-bracket taxpayer. 
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THE FUTURE OF STERLING 
SAMUEL I. Katz* 


A. C. L. Day HAS WRITTEN his provocative book on The Future of 
Sterling to warn the United Kingdom against making the same mis- 
take in international financial policy in 1955 that it made in 1925. 
He is impressed with the “similarities between the position then, 
after the First World War, and the position now, after the Second” 
and fears that “exactly the same errors are being repeated this time.” 
The principal error which he sees is the determination of the British 
authorities to restore the position of London as an international 
financial center and that of sterling as a world currency. 

The substantial progress which the United Kingdom has made 
since 1952 in strengthening sterling’s international standing makes 
particularly timely this questioning of the drift of current British 
policy. Day’s argument falls into two main divisions. In the first 
place, he seeks to prove that the rehabilitation of sterling as a world 
currency would place upon a weakened Britain, which is no longer 
able to assume the position of “pivot of the world’s payments sys- 
tem,” “an excessively large part of the burden of world payments 
disequilibrium.” He supports this thesis with both historical and 
analytical material. He then proceeds, as his second topic, to outline, 
somewhat sketchily, a payments system to be substituted for general 
convertibility of European currencies. 


THE STERLING SYSTEM AND CONVERTIBILITY OF THE POUND 


At the outset, Day expresses “doubt about the continued justifica- 
tion of the Sterling Area as an economic institution of fundamental 
importance.” To him the sterling system is a defensive mechanism, 
“a product of the dollar problem.” Day groups the main advantages 
of the Sterling Area under “Convenience,” “Stability,” and “Dis- 
crimination.”” The convenience of making payments through the 
banking arrangements provided by London and the convenience of 

* The author is an economist in the Division of International Finance, Board of 
Governors of the Federal Reserve System. The conclusions presented in this study 
represent the personal opinions of the author and do not reflect the views of the 
Federal Reserve Board. He is indebted to his colleagues, J. Herbert Furth, John E. 
Reynolds, and Thomas E. Summers, for suggestions. The paper was originally pre- 


pared in the fall of 1954; two paragraphs have been inserted in the final section of 
the study to introduce material about subsequent developments. 


1. A. C. L. Day, The Future of Sterling (Oxford, 1954). 
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stable exchange rates with one’s major markets have made the ster- 
ling system attractive to the outer sterling countries. However, the 
risks assumed by Britain as the system’s financial center have grown 
substantially since 1939; furthermore, as the outer sterling countries 
sever the automatic link between their domestic and international 
monetary structure, the convenience of a fixed relationship with 
sterling becomes progressively less important to them. 

So far as stability is concerned, Day concludes that under existing 
conditions an area broader than the present Sterling Area is required 
“covering the largest possible number of countries which regard pro- 
tection against economic fluctuation as an important aim of policy.” 
Finally, with convertibility, the usefulness of the sterling system as 
a discriminatory device will be materially reduced. 

If Day has doubts about the economic justification of the Sterling 
Area, he is even more critical of an extension of convertibility. In 
that case, foreign countries would “be able to buy as many dollar 
goods as they liked as long as they had the sterling available,” and 
“instead of selling goods to Europe, Britain would find herself selling 
dollars.” Furthermore, Britain would “find itself carrying a heavy 
burden of services to foreign wealth-owners.” In his view, “the effect 
of convertibility would be to make Britain responsible for providing 
Europe with some of its dollar needs, both for current and capital 
purposes.” Convertibility could mean that the “position may easily 
arise where Britain has removed the dollar problem of practically all 
other countries but still has one of her own.” 

He maintains that the benefits of international banking for the 
United Kingdom are less, and the costs greater, than are commonly 
supposed. He warns that “it would be unwise to repeat the mistakes 
of 1925 by failing to realize that Britain’s wealth depends primarily 
on the competitive strength of her manufacturing industry, and only 
secondarily on the profits of international banking and merchant- 
ing.” He wants to avoid the situation where, because finance and 
manufacturing are intermingled, “difficulties in the trading position 
... give rise to loss of confidence in its position as a banker and, cor- 
respondingly, loss of confidence in its position as a banker does harm 
to its trade. It is necessary to be very rich and powerful and to be a 
subject of almost absolute trust before it is really safe to combine 
banking and other business.” Before 1939, Britain performed the 
role of holder of foreign reserves by adopting the safe policy of keep- 
ing full gold backing for quick liabilities; with such a policy, “the 
business is a singularly unprofitable one.” 
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A NON-DOLLAR PAYMENTS UNION 


Day’s alternative payments system seeks to assure that each coun- 
try “should cure lack of balance in his foreign accounts reasonably 
quickly” (whether this unbalance is one that is “favorable” or “un- 
favorable”). The author’s payments scheme embodies “an extension 
of the Keynes Clearing Union idea and of the European Payments 
Union but in which the Dollar Area would be less fully integrated 
than in the Keynes Plan or the Atlantic Payments Union scheme, 
although more than in the present European Payments Union.” 

Under the author’s proposal, all non-dollar countries would be 
brought into the European Payments Union. Payments between 
member countries and the Dollar Area would be settled through the 
Union. When payments of the Union as a whole with the Dollar Area 
are in balance, member countries could settle their deficits with the 
Dollar Area just as they settle their European deficits—partly in 
gold and partly in credit, depending on the member’s cumulative 
position. However, there would be an incentive to discriminate 
against dollar goods whenever the Union had a clearing deficit with 
the Dollar Area since the proportion of their Dollar Area deficit pay- 
able in gold by member countries would be raised. 

The United States would be called upon to co-operate by abandon- 
ing the gold standard. Payments between Americans and foreigners 
would have to be made in dollars and the use of gold would be limited 
to settlements of all net positions between the United States and the 
Union. The Union in turn would accept from its members payments 
in gold or in credit but not dollars. Thus, no member could acquire 
assets in its trade with the United States which could be accepted as 
payments by the Union nor could it use gold acquired from the 
Union to make payments to the dollar countries. 

Under the scheme, if the United States did not eliminate a balance- 
of-payments surplus, it would acquiesce in general discrimination 
against its goods. The need for pressures to force creditors to elimi- 
nate surpluses, which will be recognized as an integral part of official 
British thinking since the days of the Keynes plan, found expression 
in the Scarce Currencies provisions of the Fund’s Articles of Agree- 
ment. For these provisions in Article VII to become operative, how- 
ever, a formal declaration must be made by the vote of the Fund’s 
directors, and thus needs in practice the assent of the United States 
director; the novelty of Day’s scheme is to introduce an automatic 
declaration of dollar scarcity as soon as the Union as a whole begins 
to run a deficit in its dollar payments. This emphasis on dollar diffi- 
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culties accounts for another difference between the Fund and Day’s 
scheme. While the Fund’s Article is predicated on the possibility that 
any currency might become scarce, in Day’s proposal the currencies 
of the dollar bloc must be treated quite differently from those of all 
other countries. 


A “DILEMMA IN BRITISH POLICY” 


The Dollar Area currencies are set apart in the author’s payments 
scheme because they are set apart in his thinking. Day takes for 
granted an intractable dollar problem and argues that, because of 
the uncertainty about its future, there exists a “basic dilemma in 
British policy.” If there is a permanent dollar problem, then even if 
convertibility were achieved it could not be maintained. Yet, if the 
“dollar problem can be killed, the center of gravity of the world 
financial system will tend to move to New York.” 

The reader becomes uncomfortable about Day’s treatment of the 
dollar problem when, later in the book, he reads that “one of the 
main reasons why London is still an admirable market for many 
commodities is simply the fact that sterling is a relatively soft cur- 
rency and the dollar is a relatively hard one,” and that “merchanting 
trade might well be lost to New York if currencies became freely 
convertible.” Reasons for believing that London’s merchanting activ- 
ities benefit from a relatively soft pound are not presented by the 
author; yet it is not an obvious proposition. On the contrary, during 
the period when premium prices prevailed in raw material supplies 
from soft-currency areas, London markets in such materials were at 
a disadvantage. Evidence contrary to Day’s hypothesis is suggested 
in developments over the past few years during which the pound has 
strengthened continuously: for the British authorities have taken 
advantage of the favorable conditions to widen facilities for com- 
modity trading and have granted foreigners greater freedom to pur- 
chase there. 

A shift of the “center of gravity of the world financial system” to 
New York would have direct costs for the city of London, as Day 
suggests, but there would also be benefits. If a market were developed 
in New York where foreigners could finance foreign trade transac- 
tions as readily as they have been able to do in London, provided 
only that they are prepared to pay prevailing rates, the world’s pay- 
ments system would be strengthened. In the first place, a revolving 
pool of dollars, available to foreigners at low rates, would be created. 
Secondly, the payments mechanism would have added flexibility. 
Since fluctuations in merchandise trade over the short run cannot be 
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avoided, capital movements in some form are indispensable as a 
temporary offset and balancing factor; official reserves must provide 
this cushion to the extent that private funds are not forthcoming. 


ALLEGED BENEFITS OF DISCRIMINATION 


The reader is also troubled by Day’s treatment of non-discrimina- 
tion. For example, he suggests that discrimination is “a way in which 
a country can permanently maintain its real income at a higher level 
in relation to the incomes of other countries than would be the case 
under non-discrimination.”” And that: “The dollar problem is, then, 
a way in which the non-dollar world can make itself richer at the ex- 
pense of the dollar world; by improving its terms of trade, the non- 
dollar world ‘exploits’ America.”* 

These observations are based upon the (correct) proposition that 
there existed, even in the worst postwar years, some pattern of ex- 
change rates which would bring into balance the payments between 
dollar and non-dollar countries. The existence of discrimination 
“simply indicates that Governments have not been willing to tolerate 
the costs of a non-discriminatory system, in terms of the effects of 
extremely adverse terms of trade on real incomes and the consequent 
aggravation of internal inflationary pressure.””* 

In passing, it may be noted that Day does not seem to be alto- 
gether correct on this point: the reason why countries have main- 
tained discrimination during the postwar period probably has been 
due less to a concern about the terms of trade than to an unwilling- 
ness to allow price considerations to determine the composition of 
imports. 

Is it not unfortunate for the economist to instruct the layman that 
discrimination enables him to maintain a higher real standard of liv- 
ing when, on the contrary, such a policy only allows him to continue 
a comfortable but relatively inefficient way of arranging his daily 
work? Actually, Day’s indiscriminate defense of discrimination runs 
counter to the postwar experience of the United Kingdom itself, since 
the British authorities have already proceeded quite a distance along 
the route of non-discrimination in their basic imports. In February, 
1954, for example, Chancellor Butler was able to state that the 
United Kingdom had “removed discrimination in this realm of pur- 


2. Ibid., p. 96. 3. Ibid., p. 97. 


4. Ibid., p. 97. Day’s assumption that the exchange rate determines the terms of 
trade, ie., that the terms of trade will necessarily move with changes in the exchange 
rate, can hardly be defended without qualification. See, for example, Randall Hinshaw, 
“Currency Appreciation as an Anti-inflationary Device,’ Quarterly Journal of Eco- 
nomics (November, 1951), pp. 456-58. 
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chase only on basic foodstuffs and raw materials” and added specifi- 
cally: “It is crucial to our competitive power, that in the case of 
foodstuffs and raw materials, if we can buy cheaper in this market, 
then we should do so in the interest of the standard of living of our 
people and of the raw materials we need.” Further, the British au- 
thorities also announced on June 22, 1954, that “more favorable con- 
sideration will be given to applicants for import licenses whenever 
the Board of Trade is satisfied . . . that a dollar machine will reduce 
costs and that no alternative non-dollar machine offering roughly 
similar advantages is available.® 

As a fact of practical politics, the British authorities have less sup- 
port in applying the doctrine of non-discrimination to products other 
than basic materials or special capital goods. Although they do affect 
Britain’s standard of living to the extent that cheaper goods cannot 
be imported, the remaining manufactured goods and nonbasic pri- 
mary products do not as directly affect Britain’s costs of production. 
However, import discrimination should be recognized as a protective 
device which enables higher-cost plants in some parts of the world 
(not necessarily in the Sterling Area) to continue in business because 
lower-cost producers in the Dollar Area are kept out of the market. 
Such a policy of protection does facilitate the maintenance of estab- 
lished patterns of resource allocation, but it is difficult to maintain 
that general living standards are thereby raised. 


THE BURDEN OF CONVERTIBILITY 


Day’s principal concern is not with any alleged benefits of dis- 
crimination, however, but with the heavy burden which convertibility 
would impose upon the United Kingdom. In his view, Britain’s dollar 
difficulties would inevitably be aggravated since foreigners would 
use their sterling to buy Dollar Area products and to send capital to 
the United States. He is surely correct when he maintains that, if 
convertibility is to have meaning, foreigners will be allowed to use 
their sterling as they wish either on capital or merchandise account; 
where Day moves to controversial ground is his certainty that “each 
European country would tend to shift from buying other European 
and Sterling goods to buying dollar goods” (p. 147) and that con- 
vertibility would finance capital flight to America (p. 131). 

Speaking generally, what foreigners choose to do with their ster- 
ling will depend primarily upon two factors: (a) the volume of 


5. United Kingdom Parliamentary Debates (Hansard), February 4, 1954, col. 588. 
6. Journal of Commerce (June 23, 1954), p. 26. 
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sterling they obtain and (d) the competitiveness of Sterling Area ex. 
ports. So long as foreign-held supplies of sterling exceed their de. 
mand for sterling merchandise and services, the pound will be under 
pressure, but difficulties will arise whether or not the pound is con. 
vertible; with an inconvertible pound, the emergence of discount 
sterling trading and commodity shunting on a substantial scale might 
well cause Britain to lose dollars and even—as occurred in 1949—ty 
devalue. On the other hand, the pound will tend to strengthen as for- 
eigners find that their supplies of sterling are required to make pay- 
ments to the sterling area. 

Yet the volume of sterling they obtain is not determined by for- 
eigners but results from the economic policies of the sterling coun- 
tries. Foreigners can obtain pounds only through sales to the ster. 
ling area or through borrowing: the sterling countries themselves de- 
termine the volume of their purchases, and the United Kingdom can 
influence the volume of foreign lending through changes in the avail- 
ability and cost of London credit. With the supply of sterling in for- 
eign hands limited through an external payments surplus on current 
account and restrictive credit measures affecting the capital account, 
relaxation of restrictions on payments and trade has actually been 
accompanied by rising gold reserves and a strengthened pound. 

Under the assumption that foreign-held sterling is limited in 
volume and sterling merchandise is competitive, it is difficult to ac- 
cept the thesis that Europeans will use their current accruals for 
dollar goods or for capital flight. Where current sterling accruals 
were converted into dollars in spite of the lack of excess sterling 
holdings, the country concerned would soon find itself short of ster- 
ling to pay for its purchases from the Sterling Area. 

Since early 1952, the British authorities have been successful in 
maintaining the value of the pound; they have done so by depending 
not upon its inconvertibility but upon its scarcity and usefulness. 
They have demonstrated that the pound becomes strong when the 
sterling countries are able, through their own policies, to maintain 4 
strong balance-of-payments position with the outside world. The 
burdens which Day thinks Britain would have to shoulder if the 
pound became convertible follow from his preoccupation with the 
general dollar problem and his failure to recognize that the policies 
of the sterling countries have a great deal to do with the strength or 
weakness of sterling in the exchange market. He does not seem to 
consider that the British countries themselves can maintain a strong 
pound through their own efforts. 
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PROSPECTS FOR A LIBERAL PAYMENTS SYSTEM 


Two coincident tendencies which have dominated recent develop- 
ments in the world economy suggest that prospects for a liberal 
payments system are hardly as unfavorable at this time as they may 
have seemed at the time Day was writing his book.” In the first place, 
the Sterling Area as a whole achieved a surplus in its balance of pay- 
ments with the rest of the world and specifically with the Dollar Area 
during 1953 and the first half of 1954. Secondls-, there has been a 
marked movement toward balance in the accounts of the United 
States since 1952. 

During 1953, the United Kingdom itself was able to achieve vir- 
tual balance in its gold and dollar position (if its gold purchases are 
deducted from its deficit on direct transactions), compared with 
large deficits during 1951 and 1952, as may be seen in Table 1. There 
has been a striking improvement in Britain’s own trade balance with 
the United States: exports in 1953, for example, were nearly 38 per 
cent above the 1950 volume. The rest of the Sterling Area increased 
somewhat its sustained dollar surplus, largely reflecting lower pur- 
chases by the independent members and larger raw material sales by 
certain British colonies to this country. The United Kingdom also 
reported a surplus for the Sterling Area as a whole in dollar pay- 
ments with the non-dollar, non-sterling world in 1953 compared with 
deficits in 1952 and 1951; the shift of the sterling countries from 
deficit to surplus in the European Payments Union is primarily 
responsible for the big swing in this category of payments. 

This favorable trend continued into the first half of 1954, but a 
substantial deterioration in Britain’s balance of payments occurred 
in the final months of 1954 and the first nine months of 1955. From 
mid-1954 to mid-1955, there was a $700 million deficit in Britain’s 
payments with the dollar area and a $328 million deficit in the ster- 
ling area’s payments with the European Payments Union countries. 
By the end of October, 1955, however, there were signs that the ex- 
ternal difficulties were being corrected and that the extent of the dis- 
equilibrium was dwindling. 

The marked movement toward balance in the United States ac- 
counts, which paralleled the over-all improvement in the Sterling 


7. To a considerable extent, Day modifies his pessimistic conclusions about sterling’s 
vulnerability to American business fluctuations in an article entitled, “The Position of 
the Sterling Area,” International Affairs (October, 1954), especially pp. 417-20. How- 
ever, he reaffirms his opposition to convertibility in these words: “The most powerful 
arguments against convertibility are arguments based on the judgment that the non- 
dollar world is not adjusted to the long-run conditions which will make a stably bal- 
anced liberal system possible” (pp. 421-22). 
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Area’s position, was recorded in the sharp drop in the United States 
export surplus within what is called the “private sector” in Table 2, 
which is defined to include all transactions except government mili- 
tary spending abroad and official loans and grants.* This improve- 
ment is due to heavier United States payments to the world (mainly 


TABLE 1 


STERLING AREA: ANALYSIS OF GOLD AND DOLLAR PAYMENTs, 1951-53 
(In millions of dollars) 


1951 1952 1953 1954 1955# 
I. United Kingdom 
1. Imports (f.0.b.)........... 2,079 1,697 1,452 1,581 992 
es 1,102 1,150 1,239 1,169 652 
3. Trade balance............ - 77 - 47 23 — 412 -% 
4. Service balance...... ... — 242 — 275 — 108 + 10 +33 
5. Current balance........... —1,219 — 822 — 322 — 402 —307 
6. Capital (net)............. —- #2 + % + 8 + 184 +31 
7. Total balance............. —1,521 — 726 — 259 — 218 -—276 
II. Rest of Sterling Area: 

1. Trade and other direct trans- 
actions..................-. + 286 + 104 + 241 + 74 +4 
2. Gold sales to U.K........ + 218 + 201 + 221 + 389 +230 
3.. Total balamce............ + 5044 + 305 + 462 + 463 42% 

IlI. Other dollar transfers: 

1. With E.P.U............... — 105 — 480 + 57 — 14 —138 
2. With rest of world........ - oO + 7 + 1260 + 6 +5 
3. Total transfers............ — 165 — 405 + 183 — 140 —-13% 
IV. Net gold and dollar balance... —1,182 — 827 + 386 + 105 —175 
V. U.S. and Canadian aid....... 217 338 286 139 93 

VI. Change in gold and dollar re- 
— 95 — 489 + 672 + 244 


* Preliminary. January to June only. 
Source: United Kingdom Balance of Payments, Cmd. 9291 and 9585. 


for merchandise imports and on freight and tourist account) and not 
due to a drastic slash in exports: between 1948 and 1953, for exam- 
ple, United States payments expanded by 47 per cent and our re- 
ceipts from abroad by about 4 per cent. 

The reduction during 1952 and the subsequent elimination of what 
is called the “residual dollar gap” in Table 2 was due primarily to 
rising government expenditures abroad, including off-shore procure- 
ment and spending out of troop pay. United States financial assist- 


8. A full discussion of these developments will be found in “United States Balance 
of Payments in 1952-53,’ “ederal Reserve Bulletin (October, 1953), pp. 1-9. 
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ance also continued in the form of both loans and grants, but during 
1953, for the first time in the postwar period, the growth in reserves 
actually slightly exceeded United States financial assistance. While 
government spending and financial assistance have provided an 
important component of the world’s dollar supplies, the current trend 
toward balance would not necessarily be interrupted if some of this 
spending were curtailed. In the first place, under the grant-aid pro- 
grams of heavy volume of pipeline supplies could cushion even a 
drastic cut in appropriated funds. Secondly, reduced government 
spending would free capacity in the machinery and engineering in- 
dustries of foreign countries which can make products currently in 
demand in world markets. In addition, government expenditures 
ought not to be treated differently from other categories of external 
payments: while sudden changes in any type of receipts might upset 
a trend toward economic balance, the rest of the world ought to be 
able to take in their stride a gradual annual change in these pay- 
ments just as it would have to adjust to fluctuations in other kinds of 
income. Finally, our government expenditures are important sources 
of dollars only for a handful of countries. Several of them have a 
sufficiently strong external position to absorb the shock of complete 
termination of these payments; other countries are in over-all pay- 
ments difficulties despite these receipts and will in any case have to 
adjust their policies. 

Britain’s recent disequilibrium included most of the non-sterling 
world and would have produced payments problems even if world 
trade had been conducted under the terms of Day’s alternative pay- 
ments scheme. From July 1954 to June 1955 when the United King- 
dom official reserves declined by $340 million, the United States was 
not draining dollars from the non-dollar world but made net trans- 
fers of $1,500 million of gold and liquid assets to other countries” 
During the same twelve months, continental Western European coun- 
tries reported increases in gold and dollar holdings (including gold 
from new production) of $1,700 million. 

Recent tendencies toward balance and stability in the world econ- 
omy have been associated with more restrictive monetary policies 
within the sterling (and European) countries and with an impressive 
import performance by the United States. It is not necessary to assert 
that this trend will continue without interruption in order to point 
out that, for the first time in the postwar period, the achievement of 


9. These developments are discussed in “Balance of International Payments in 
1954-55,” Federal Reserve Bulletin (October 1955), pp. 1075-82. 
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a more liberal world payments system seems to be a distinct possi- 
bility. Now that this progress has in fact been achieved, perhaps it is 
out of date to be as pessimistic about the prospects for a freer pay- 
ments mechanism as is our author. Day himself might readily agree, 
at least in theory, that his proposed Payments Union is inferior to 
general currency convertibility as a payments mechanism to facili- 
tate the economic integration of the Free World; perhaps he might 
even be prepared to concede that it would be unwise to take action 
which might disturb this marked trend toward freer payments 
arrangements, evident during the past thirty-six months, until the 
strength of recent tendencies toward economic balance has been more 
fully tested. 

These favorable developments may lead us to reject Day’s nega- 
tive prognosis about the prospects for a liberal payments system; 
but they must not be allowed to obscure the uncertainties and diffi- 
culties which must be overcome if general currency convertibility is 
to be maintained within the Free World. As Day rightly points out: 
“The serious costs of convertibility are the continuing ones and the 
ones which may arise in periods of difficulty after a successful estab- 
lishment of convertibility.”?° The difficulties faced by the United 
Kingdom in maintaining a convertible currency are particularly 
serious. In its efforts, Britain is confronted with continuous competi- 
tive pressures from the Dollar Area and, increasingly, from certain 
other countries. In addition, it is uncertain whether the outer sterling 
countries can be counted on to maintain stability in their individual 
accounts in view of the loose nature of sterling area financial 
arrangements, the absence of incentives toward current balance 
within the sterling system, and the wide fluctuations which have 
marked the postwar period. The British authorities, in co-operation 
with those of the other sterling countries, will have made their major 
contribution to a stabler Free World economy if they demonstrate 
that they can cope with these dangers. Yet these difficulties can hard- 
ly be considered special burdens of convertibility, because the United 
Kingdom would still have to face them even if Day’s proposal were 
accepted. Until the Sterling Area authorities have demonstrated that 
they can cope with them, it is difficult to agree with Day’s major tenet 
that the prospects for maintaining a convertible pound can be held 
to depend primarily upon economic factors outside the responsibility 
of the sterling countries themselves. 


10. Day, op. cit., p. 137. 
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A SURROGATIVE MEASURE OF BUSINESS 
CONFIDENCE AND ITS RELATION 
TO STOCK PRICES 


G. DARLING 
Carnegie Institute of Technology 


A STATISTICAL METHOD for measuring business anticipations regarding 
future profit variables would give economic forecasters and fiscal-mone- 
tary policy agencies an important new tool. Much of the expenditure 
by business firms on gross national product fe!lows by several quarters 
of a year the activating expenditure decisions. A measure of “‘business 
confidence” holding at the time decisions are made would provide, 
therefore, a clue as to the level of expenditure during a future period. 

The purposes of this paper are, first, to propose a statistical tech- 
nique for measuring business confidence based on the use of the rela- 
tionship between corporate dividends and earnings as a surrogate, and, 
second, to submit empirical evidence to support this proposal in the 
form of a statistical analysis of co-variation between business confi- 
dence, so measured, and stock market prices. These two objectives will 
be pursued in three major sections of the paper. In Section I, we shall 
develop an argument supporting the proposition that variations in the 
relationship between dividends and earnings are highly associated with 
changes in business liquidity. We shall then show in Section II that 
the principal factor governing business liquidity is the degree of confi- 
dence held by management groups that future profit variables will 
turn out to be favorable. From this it follows that the dividend-earn- 
ings relationship may be used as a surrogate of confidence. Confirming 
statistical evidence dealing with stock market prices is presented in 
Section III. Section IV provides a brief summary of findings and con- 
clusions. 


I. DivIDEND PAYMENTS AND BusINEss LIQUIDITY 


The liquidity of a firm is an attribute of the organization, as per- 
ceived by its management, characterizing its “maneuverability” in the 
face of an uncertain future. At each planning date, the firm estimates a 
sequence of choices or options that will be available to it at certain 
future dates. In the face of uncertainty regarding estimates of future 
events, decisions concerning these options will not all now be made, 
but only after the firm has “sampled” a number of sequences of events 
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in order better to judge the shape of things to come. In this way, the 
consequences of possible unfavorable future events may be more suc- 
cessfully avoided, and the advantages of possible favorable events more 
successfully earned.’ Profit expectations are enhanced by adopting a 
“maneuverable” or “‘liquid”’ strategy. 

In an elementary way, degree of liquidity or maneuverability may 
be defined in terms of the number of future options that are open to 
the firm.” A firm holding its assets solely in the form of cash has an un- 
limited number of future options open to it and is, therefore, perfectly 
liquid. A firm that enters into a contract containing a renegotiation 
clause is more liquid than one which signs without this clause. 

These future options are “open” to the firm only if the organization 
can meet the cost of exercising them. In our pecuniary society, this will _ 
most often mean an option is open only if the firm possesses at the time 
of the future decision a certain sum of cash. For example, a renegotia- 
tion clause may confer no added liquidity unless the firm believes it 
will possess at some estimated future date sufficient purchasing power 
over necessary lawyers’ services. Focusing on any given future date, k, 
the number of options, T, that will be open to the firm on that date, 
or T,, will largely turn on the firm’s estimates of its holdings of cash 
on that future date, or C,. Tuere exist many other factors, e.g., tech- 
nological change, other environmental outcomes, and all intervening 
decisions, from the present until time, &, which also determine the ele- 
ments in the set of future options, 7,. But future cash, C;, is a crucial, 
limiting determinant. Other factors constant, a firm will feel more liquid 
(maneuverable) when its estimates of future cash, C;, rise; less liquid 
when they fall. 

It follows, then, that estimates of business liquidity must be based 
very largely on estimates of the future flow of cash through the firm, 
rather than solely on the present stock of cash. For future cash is, for 
most large industrial enterprises, heavily dependent on the inflow of 
cash from operations. For a sample of forty-five large manufacturing 
firms during the period 1938-42, for example, the average ratio of an- 
nual cash inflow from operations, borrowing, and sale of stock to the 

1. The advantages of flexibility in planning are more fully set forth in the following 
articles: A. G. Hart, “‘Anticipations, Uncertainty, and Dynamic Planning,” The Journal of 
Business of the University of Chicago (October, 1940), Part II; “Risk, Uncertainty, and 
the Unprofitability of Compounding Probabilities,” Studies in Mathematical Economics 
and Econometrics (Chicago: University of Chicago Press, 1942), pp. 110-18; J. Marschak, 
“Role of Liquidity Under Complete and Incomplete Information,’’ American Economic 


Review, Papers and Proceedings, XXXIX (May, 1949), 182-95 (reprinted as Cowles Com- 
mission Paper, New Series, No. 37). 


2. But the problem of measuring the magnitude of liquidity, under this definition, is 
complex since a scheme for weighting options of differing future dates, costs, and benefits 
must be introduced. 
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end-of-year holdings of marketable securities and “precautionary” 
cash was 1.77/1.00. Viewing the cash flow estimates that govern 
business liquidity in terms of a projected Sources and Applications 
of Funds Statement, we conclude that business liquidity turns mainly 
on estimates of these principal “Funds” elements: future earnings 
(plus depreciation), future capital outlay, future borrowings or repay- 
ments, and future dividend payments. 

Consider now the problem of measuring business liquidity. It seems 
apparent that a direct objective measurement is out of the question. 
Since its liquidity is an attribute estimated by the firm itself on the 
basis of its expectations regarding future inflows and outflows of cash, a 
direct measurement would require a scaling of these subjective ele- 
ments. Both its cost and the inherent difficulties of reducing subjective 
estimates to an objective scale probably rule out such a procedure. But 
a surrogative measurement of liquidity status appears to be feasible. 

A surrogative measurement makes use of a substitute variable whose 
movements are closely tied to those of the variable to be measured. 
Let X = a variable to be measured and Y = a variable whose move- 
ments are an effect of X; or using an arrow to indicate the direction 
of causation: 


A direct measurement consists of observing X directly and recording 
its movements. But if X is unobservable it may still be measured pro- 
viding we can hypothesize with confidence a relationship, Y = Y (X), 
for then variations in X may be plotted against variations in Y. By 
observing the surrogate variable, Y, an indirect measurement of X is 
secured. If Y is under the influence of other factors than X, say 
factors Z, then the complete function Y = Y (X, Z) must be hy- 
pothesized, and concurrent variations in Z must be observed and re- 
corded. 

In the liquidity measurement problem at hand, X = “liquidity sta- 
tus,” which we will define as the degree of departure of the firm’s actual 
liquidity from what it considers to be an optimum liquidity position.‘ 
This we take to be an unobservable variable largely because of the sub- 
jective nature of the future cash flow estimates upon which it rests. In 
order to measure X we need, therefore, a surrogate variable, Y, whose 
variations are substantially “‘caused” by changes in liquidity status. 
Such a variable should reflect a husbanding of cash when the firm be- 


3. Based on data for Sample B companies in F. A. Lutz, Corporate Cash Balances (New 
York: National Bureau of Economic Research, 1945), pp. 114-15. Lutz’s “free cash” data 
used as estimates of “precautionary” cash. 


4. Optimum liquidity is that which maximizes the expected utility of profits. 
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lieves its liquidity is below optimum, and a willingness to expend more 
freely when liquidity is above optimum. A surrogate variable must 
therefore itself be one of the elements of an explicit or implicit projected 
Funds statement. 

The Funds element which has been found to be most useful as a sur- 
rogate of liquidity status is the dividend disbursement to stockholders. 
Our surrogative measurement hypothesis may be stated in this way: 
when a firm estimates its liquidity to be below an optimum, it will 
conserve its cash resources by reducing dividends below a “normal”’ 
level; when its liquidity estimate is above the optimum level, it will 
increase its dividends above a “normal” amount. Because of this causal 
relationship, dividend payments may be used as a surrogate of liquidity 
status. 

The reference to a ‘‘normal” level of dividends is a recognition of the ~ 
fact that the surrogative variable, Y = dividends, is also under the in- 
fluencc of a set of other “causes,”’ Z. A “normal” level of dividend dis- 
bursements we define as the amount of dividends that would be de- 
termined by these other causes, Z, in the absence of variations in X (the 
liquidity factor). The principal other causes, Z, influencing dividend 
payments are believed to be: 

a) The level of earnings: stockholders are the chief risk takers in 
virtue of the fact that they are the claimant to a residual, i.e., what is 
left over from revenues after the firm has accounted for asset replenish- 
ment and accrued contractual obligations. To deny them a payment 
that is related in time and amount to this residual, or “profit,” is to run 
the risk of facing great difficulties in securing the use of ‘outsiders’ ”’ 
funds.® 

b) Anticipated growth requirements which lead to the development 
of a policy to withhold a portion of earnings. It is believed that such 
policies, for most large corporations, are extremely“‘stable,”’ i.e., under- 
go only very small changes at very infrequent intervals, so that this 
factor may be taken as a constant over fairly long-time intervals. 

c) A tendency to pay out larger fractions of earnings during de- 
pressed-earnings periods and smaller fractions during high-earnings pe- 
riods. This:results in dividends that are more stable than earnings and 
helps the firm to disperse its stock ownership. It is believed that such 


“stabilization” policies are also rather immune to large and frequent 
change. 


5. This risk to any one firm will depend partly on how comparable firms are treating 
their stockholders with respect to dividends. Cf. John Lintner, ‘““The Determinants of Cor- 
porate Savings” in Walter W. Heller ei al. (eds.), Savings in the Modern Economy (Minne- 
apolis: University of Minnesota Press, 1953), p. 252, n. 60. 
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These three factors imply that a linear regression of time series data 
of dividends against earnings will yield an average relationship or 
“estimating line” with a positive Y-intercept and a positive slope of 
less than unity. Where such an estimating line has been secured from 
data covering several business cycles it is considered to represent the 
“normal” dividend-earnings relationship alluded to above, i.e., the re- 
lationship that would hold in the absence of efforts to adjust the firm’s 
liquidity to an optimum position, and in the absence of random dis- 
turbances.® 

To sum up, we conclude that dividend disbursements are determined 
by the function :? 


D=a+a,E+a.L+u (1) 


where D = dividends; E = earnings; L = liquidity status (an unob- 
servable variable), and « = random disturbance. Since L is unobserv- 
able, its value must be inferred from the relationship of actual divi- 
dends to dividends estimated from the following regression equation: 


D.= bo+ bE (2) 


where the coefficients b) and 5; reflect the influence of three ‘‘normal” 
determining factors, earnings, growth requirements, and stabilization 
policy. That is to say, equation (2) may be fitted by least squares to 
time series data to secure a “normal” relationship of dividends to 
earnings. When an actual dividend payment falls short of this normal 
level, the inference is drawn that the negative deviation measures a 
negative value for L. When actual dividends exceed the normal relation- 
ship, an inference is drawn that L is positive-valued by the amount of 
the deviation. These inferred values for Z constitute a surrogative 
“liquidity index.’’* 

It is reasonable to expect that a liquidity factor must also influence 
investment expenditure. If this hypothesis is held with considerable 
confidence, it provides a way of testing the liquidity-index methodol- 
ogy just described. By incorporating a similarly constructed liquidity 
index as an independent variable in a function describing the way capi- 

6. This treatment of the “estimating line” between dividends and earnings rests on the 
assumption that the period covered by the time-series regression is long enough to encom- 
pass a random scattering of liquidity adjustments over time. To the extent that this as- 


sumption is not fulfilled, the estimating line will be biased. This bias is avoided by a “joint- 
solution” method introduced below. 


7. Alinear relationship between the variables is assumed for the sake of simplicity. 


8. This technique yields a liquidity index whose values are subject to the random dis- 
turbances, u, of equation (1). This fact is no cause for alarm so long as the disturbances 
are really random. See footnote 6. 
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tal outlay is determined, it has been found that this variable explains 
a statistically significant portion of the fluctuations in capital outlay 
for certain samples of manufacturing and mining concerns.° 


Il. THE DIvIDEND SURROGATE AS A MEASURE 
OF BUSINESS CONFIDENCE 


That the dividend-surrogate technique just described may also be 
viewed as a device for measuring business confidence follows from our 
interpretation of the meaning of liquidity and the manner by which it 
is provided in the context of large business concerns. By and large, a 
managerial conviction that the business organization is very liquid 
implies that management is highly confident that future business 
events will turn out to be favorable. 

The limiting factor affecting future maneuverability is, as we have 
seen, the availability of future cash, C,, required to exercise future op- 
tions, T7,, for any future date, k. The estimate of C; is based (1) on 
present cash and (2) on estimates of cash flow elements from the pres- 
ent instant to time, k. For well-established large concerns, item (2) is, 
as we have seen, the major step in the estimating procedure. Leaving 
aside the residual dividend payment, which we have already discussed, 
the relationship between business confidence and liquidity is revealed 
within the following two categories of cash flow estimates. 

a) Net cash inflow from operations—Confidence in favorable out- 
comes respecting sales, cost savings through technology, and the prices 
and availabilities of labor and physical inputs act to increase estimates 
of the cash inflow from operations. Estimates of future cash, C;, are 
thereby increased, and the firm feels more liquid. A falling off in confi- 
dence in these factors implies a decrease in liquidity. 

b) Net borrowings or repayments.—Confidence in the general business 
situation will encompass relationships between the firm and its creditors 
and debtors. A shift in attitude held by broad segments of industrial 
concerns toward more bullish sentiments is likely to imply a belief that 
the collections period on receivables will fall, that suppliers will extend 
more favorable credit terms, and that longer term debt-funds will be- 
come more easily available. Such sentiments will lead to an upward 
revision of C;,, and a conviction that the firm is more liquid. The de- 
_ 9. The procedures and findings of the research underlying this statement are described 
hd ag by the author, “Use of Surrogates in Measuring Expectational Variables: An 


in the Prediction of Investment,” presented at Ann Arbor meeting of the Eco- 
Nometric Society. An abstract will be published in a forthcoming issue of Econometrica. 
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velopment of bearish sentiments will reverse this estimating process 
and lead to a decline in liquidity. 

The relationship between confidence and liquidity is likely to be 
stronger the greater the opportunities that exist for “feedbacks” of 
attitudinal stimuli among the individual firms that comprise the busi- 
ness community. These “feedback” channels will consist of both “pur 
chase-sales”’ connections between firms and such communication net- 
works as personal contact between executives, trade and business 
newspapers and journals, etc. Where these channels provide compre- 
hensive interconnections between firms, corresponding changes in con- 
fidence and in liquidity are likely to be almost simultaneous. An in- 
crease in confidence in a small area of the business community will in- 
crease the liquidity of that area; resulting increases in its expenditure, 
as well as the dissemination of its optimistic views, will communicate 
views of confidence to second areas. Similar actions by the second areas 
will “‘feedback”’ to the first, confirm its optimism, thereby leading to 
strengthened confidence and liquidity. Because these interrelationships 
are comprehensive within our present-day business community, the 
hypothesis that a statistical “central tendency” or “average” of busi- 
ness attitudes concerning confidence will largely coincide with a “cen- 
tral tendency” concerning liquidity appears to be justified. 

As a qualification to the foregoing, it should be pointed out that a 
temporary divergence between business confidence and business liquid- 
ity may occur when the monetary authority, acting upon postulates of 
social welfare rather than those of business behavior, intervenes effec- 
tively to alter the lending or buying practices of banks or non-bank 
investors. Thus, it seems probable that a sudden tightening of bank re- 
serves, or an increase in margin requirements, could cause a downward 
revision by businessmen of their estimates of future cash inflows from 
security sales to banks or other investors, and hence a decrease in their 
liquidity positions, even though they retained, at least for a while, 
their previously held confidence concerning such general business con- 
ditions as the level of future sales and costs. Similarly, a loosening of 
reserves and downward revisions in margin requirements might in- 
crease business liquidity without any immediate effect on business 
confidence in future profit variables. 

We conclude that a rise in dividends above a ‘“‘normal’’ level (as 
earlier defined) is an indication that business firms believe their liquid- 
ity positions have risen above optimum levels; and, we further con- 
clude, subject to the foregoing qualification concerning intervention 
by the monetary authority, that this rise in liquidity will be associated 
with the development of greater confidence by management groups 
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that future business conditions will turn out favorably. A decline in 
dividends below a “‘normal”’ level may be taken as a sign that confi- 
dence has been shaken and liquidity positions impaired. The liquidity 
index described above will therefore serve also as a confidence index. 


III. An Emprricat TEST OF THE SURROGATIVE 
MEASUREMENT OF BUSINESS CONFIDENCE 


Just as we may reasonably expect feedback relationships to give 
wide circulation to a common set of business attitudes among firms that 
comprise the business community, so, too, we may expect investors to 
reflect these views, as the result of such communication networks be- 
tween both groups as are provided by financial and business journals, 
research facilities of stock brokerage houses, personal contacts between 
businessmen and investors, etc. We have grounds for believing, there- 
fore, that changes in attitudes of business confidence will be reflected 
in stock market prices. By this line of reasoning, we may undertake an 
empirical test of our technique for measuring business confidence. Does 
our “confidence index,” constructed in accordance with the principles 
set forth in Sections I and II, exhibit covariation with stock market 
prices? If it does, a degree of confirming support will have been secured 
for the surrogative techniques we have proposed.’° 


PRELIMINARY REMARKS CONCERNING DATA, 
Time PERIOD, AND NOTATION 


The tests to be described are based on the sample of 125 industrial 
common stocks maintained by Moody’s Investors’ Service. Quarterly 
data for the period 1935-53 are used, but we omit the war period 1940— 
45 as well as the first year of Korean hostilities (third quarter of 1950 
through second quarter of 1951). For most of these two war periods, 
stock prices were depressed to an extent that cannot be explained well 
by the variables we shall introduce below. These omissions leave forty- 
eight quarterly observations as the basis for the tests. The variables 
employed are as follows: 


a) P Price index of common stocks. Each quarterly value for P is the mean 
of the three end-of-month Moody’s price index figures. 


10. It will be observed that this empirical test examines in combination the truth of 
two major hypotheses, rather than one: first, the hypothesis that stock prices reflect the 
level of business confidence; second, the hypothesis that the “confidence-index” accurately 
measures changes in business sentiments. Although such a test is, therefore, not as power- 
ful as the test of each hypothesis separately, the reader will agree that empirical tests of 
surrogative measurement methodologies, since they involve an unobservable variable, must 
always involve duality in hypotheses. What each such test lacks in power must, therefore,. 
be offset by increasing the number of alternative tests that can be devised. In this connec- 
tion the empirical findings, reported elsewhere, that the confidence index exhibits covaria- 
tion with investment outlay should be kept in mind (see footnote 9 above). 
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b) D/sh Dividends per share at currently indicated annual rate." Each quar- 
terly figure is the mean of the three end-of-month dividend-per-share 
figures reported by Moody’s. 


c) E,/sh Quarterly earnings per share, seasonally adjusted by the writer, at 
annual rate. 


d) b> E/sh Quarterly earnings per share summed over the four successive quar- 
—4 ters ending one quarter prior to current period (i.e., four quarter 
moving-total of quarterly earnings per share, led one quarter). 


e) D Same as (5) except aggregate dividends. 
f) a. E Same as (d) except aggregate earnings. 
g) C Deviations of actual from “normal” dividends. 


The subscript ¢ will be used to denote a value for the variable com- 
puted from a regression equation, e.g., D. = computed dividends. 
Finally, where findings are presented below in the form of least-squares 
regression equations, the standard error of coefficients are shown in 
parentheses directly below each coefficient value, while the correlation 
coefficient and the standard error of estimate, both adjusted for sample 
size, will be denoted by R and S, respectively. 


THE Major DETERMINANTS OF STOCK PRICES 


Both dividends-per-share and earnings-per-share have often been 
proposed as important determinants of market price. Although it may 
be that the prices of speculative stocks are best explained by earnings- 
per-share, the evidence is clear that for the Moody’s sample of 125 in- 
dustrial stocks dividends-per-share provide a much better explanation 
of price behavior than do earnings-per-share."* The following two re- 


11. Moody’s Investors Service has provided the following description of its calculation 
of “dividends per share at currently indicated annual rate’’ for its sample of 125 industrial 
companies: “The current indicated rate (for a company) represents in most cases the most 
recent quarterly ‘regular’ dividend declared, times four, plus what appears to be an estab- 
lished annual extra, as paid over the preceding twelve months’ period. In unusual cases 
some judgment may be employed in arriving at the nearest practical approximation of the 
foregoing method. Each stock’s current indicated rate is multiplied by the number of its 
shares outstanding, the products are summed to get a sample aggregate, and this is divided 
by the total sample shares (adjusted for stock dividends and splits).” 


12. Cf. Alfred Cowles III, Common-Stock Indexes (Bloomington, Indiana: Principia 
Press, Inc., 1939), pp. 44-46. The greater stability of the dividend-price ratio than of the 
earnings-price ratio in the data exhibited by Cowles implies the direct opposite of his con- 
clusion that “earnings have more influence than dividend payments in the determination 
of stock prices” (p. 46). 
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gression equations are secured by a least-squares fit covering the period 
of forty-eight quarters: 


D 
P = 18.933 + 12.238— ; (3) 
(0.812) S= 6.441 
P= 26.642+4.873E,/sh; R=.776 (4) 
(0.573) S=9.773 
CHART I 
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_ Upper (solid) line: deviations of common stock prices from their average relationship to 
dividends per share in units of Moody’s stock price index; lower (dotted) line: Confidence 
Index, based on deviations of actual from “normal” dividends in units of millions; for 
Moody’s sample of 125 Industrial Corporations for period 1935-53, omitting war years, 
1940 through 1945, and first year of Korean hostilities. For data see Appendix. 


The adjusted correlation coefficient, R, for dividends-per-share against 
market price is 13.4 percentage points higher than for earnings-per- 
share. In Chart I, the deviations of P from the values P., computed 
from equation (3), are plotted as a solid line. These fluctuations of mar- 
ket price around the average relationship of price to dividends for the 
tntire forty-eight-quarter period are suggestive. They do not appear 
to be random disturbances. Quite the contrary, the positive deviations 
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appear to be associated with periods of business confidence (i.e., 1936 
and first half of 1937, first half of 1946, and the final nine quarters 
to the end of 1953) while the negative deviations lie largely in periods 
of somewhat depressed or hesitant business sentiments (i.e., 1935, 
last half of 1937 and first half of 1938, and most dramatically the 1948- 
49 period). A basic market price hypothesis is thereby suggested, name- 
ly, that the price evaluations of buyers and sellers of the grades of com- 
mon stocks represented in the Moody’s stock index are based primarily 
on current dividends-per-share, but these estimates are subject to the 
degree of confidence they hold in favorable future business conditions 


since the latter provide some clue as to whether dividends will be re- 


duced, increased, or will continue at current rates. In other words, buy- 
ers of such stocks are purchasing a stream of future dividends, and esti- 
mates of this future stream are heavily under the influence of current 
dividend rates, but confidence in future business conditions casts a 
perceptible influence.” 

If this is so, our measure of business confidence should show co- 
variation with the fluctuations of market price around its average rela- 
tionship to dividends, since the sentiments of investors will be heavily 


13. Cf. J. Tinbergen, “The Dynamics of Share-Price Formation,” Review of Economics 
and Statistics, XXI (November, 1939), 153-60, but especially pp. 153-55. Tinbergen, in 
addition to using dividends as an independent variable to explain stock prices, also includes 
two other variables: (a) the rate of increase in stock prices (to measure a speculative factor) 
and (6) the long-term rate of interest. When these two factors are added to equation (3) 
above, we secure for the forty-eight-quarter period: 


P= 10.333 412.417 + 0.506 (AP) +2.807(i); R=.925 
(0.797) (0.162) (2.398) S = 5.878 


where AP = P_, minus P_s, with lags stated in quarters of a year; and (i) = yield on long- 

term government bonds. With regard to the coefficient of AP, see footnote 16 where it is 

shown that when the dividend-earnings relationship used to measure confidence is included 

in the price equation, the coefficient of AP is reduced to a doubtful level of significance; sug- 

pa that our confidence measure explains a good part of the influence underlying specu- 
tion. 

The coefficient of the long-term rate of interest (i) has a positive value, rather than the 
negative one we would expect. In view of its size relative to its standard error, the true 
value of the coefficient may very well be zero. From a theoretical viewpoint, this result 
might be considered disappointing since it would be satisfying to possess an explanation of 
how stock prices are determined relative to the determination of other prices, especi 
other security prices. The long-term rate of interest, it might be argued, reflects an alterna- 
tive investment possibility open to the buyer of stock, and hence, together with dividend 
yield, should provide a link between stock and bond prices. It may well be, however, that 
in reality where the long-term rate of interest is influenced by compensatory actions of 
monetary authority, increases in the interest rate are associated in time with decreases 
in businessmen’s and investors’ estimates of the risks of enterprising, whereas decreases in 
the interest rate are undertaken partly to offset increases in risk estimates. This hypothesis 
finds some slight support in the fact that when the confidence surrogates are incorporated 
in the market-price equation, the coefficient of (i) turns negative, although it remains 
in size relative to its standard error. See footnote 16, where this result is presented. 
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influenced by those of businessmen. Let us see whether this expecta- 
tion is fulfilled. 

The first step in constructing the “confidence index” is to fit a divi- 
dend function, in the form of equation (2) above, to dividends and 
earnings for the forty-eight-quarter period. The independent earnings 


variable is measured as b> E. The one-quarter lag is introduced be- 
—4 


cause at the time of a dividend declaration directors will have access 
to earnings reports covering a period running up to, but not including, 
the current one. Use of a moving total of earnings for four quarters, 
rather than the most recent quarter’s earnings alone, seems justified 
on the grounds that corporate directors, in order to avoid dividend 
disbursements that reflect shifting short-run fortunes, will focus on 
earnings over a longer period than a single quarter. Seasonal aspects of 
earnings suggest a four-quarter period. A least-squares regression of 
dividends against earnings so measured, for the forty-eight quarterly 
observations, yields the following results: 


| 
D = 302.725+0.4645°E; R=.969 (5) 
(0.0172) §=199 


“Normal” dividends are then the values of D., dividends computed 
from equation (5). These are subtracted from the actual values and the 
resulting deviations are, as described above, the elements of the confi- 
dence index, C. That is: 

C=D-D. (6) 


Values of C are plotted as a dotted line in Chart I. It is at once ap- 
parent that our confidence index, C, is correlated with fluctuations of 
market price around its average relationship with dividends.'* A meas- 
urement of the degree of this correlation is obtained by incorporating 
the confidence index, C, as an independent variable in the market price 
equation. When this multiple regression is performed, we secure: 


+ 2.445: R=.959 
(0.568) (0.335) S = 4.398 


A comparison of equation (7) with (3) shows that dividends-per- 
share alone “explain” 82.8 per cent of the variation in market price 


(7) 


14. A comparison of the timing of the major turning points in the two-series plotted in 
Chart I (marked with asterisks) indicates approximate average coincidence. The pattern 
of change during 1937-38, however, suggests that changes in business confidence might 
have been partly influenced by stock prices. 
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(ie., R = .910; R? = .828) while the introduction of the confidence 
index, C, increases the “explained” part of the variation to 92.0 per 
cent (i.e., R = .959; R? = .920). The unexplained variation has been 
reduced by a little over 53 per cent. The confidence index seems clearly 
to be a statistically significant variable. 

By a “joint-solution” method, it is possible to test the elements of 
our confidence measurement in a statistically more satisfactory man- 
ner. The dividend function is first put on a per-share basis:® 


al, (8) 
—4 


where C,, = business confidence factor affecting dividend payments. 
The market price equation is: 


P= both 9) 


where C, = confidence factor affecting investors. Since we have hy- 
pothesized that channels of communication between businessmen and 
investors lead to the equality, C, = Cz, we may solve (8) for Cz, and 
substituting in (9) we obtain 

D 


(10) 


It is to be noted that the D/sh factor here carries two combined 
weights: first, because the level of D/sh affects market price; second, 
because the value of D/sh relative to E/sh is a surrogate of confidence. 
This implies c, > 0 and c, < 0. A least-squares fit of equation (10) to 
the data yields: 


sh 


D 
P= 13.084 + 27.933 — 7.593 B= (11) 
(2.193) (1.027) § = 4.376. 


15. Probably because the number of shares outstanding for the 125 industrial concerns 
in the Moody’s indices has not materially altered over the period covered by our tests, 
there is little difference in the slope of the estimating line between an aggregate dividend 
regression equation and an equation for dividends-per-share. A least-squares fit of the per- 
share equation for the forty-eight quarterly observation gives: 


D 
0.505 + 0.453 R=.967 


sh 
(0.017) S=.294 


This may be compared with regression equation (5). 
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Again the results are consistent with our measurement hypothesis. 
The values of the coefficients of both independent variables are very 
high relative to their standard errors.’® Further, a comparison of the 
results of equation (11) with those of (7) shows the adjusted multiple 
correlation coefficient, R, the same in both cases, and only a slight dif- 
ference in the adjusted standard error of estimate, S, sugesting the con- 
clusion that the bias involved in calculating the confidence index, C, is 
very slight. 

Stock prices computed from equation (11) are plotted in Chart II as 


CHART II 


$110 


ww 


1935 1936 1937 1938 1939 1946 1947 1948 1949 ‘50'S! 1952 1953 1954 


Solid line: quarterly averages of end-of-month common stock prices (Moody’s Index 
of 125 Industrial Corporation common stocks). Dotted line: Computed values of common 
stock prices (P) from estimating equation: P/=13.084+27.933 D/sh—7.593 = E/sh. For 
data see Appendix. sik 


16. That the inclusion of the “Tinbergen variables” mentioned in footnote 13, i.e., 
4P = the rate of change of price, and i = long-term rate of interest, does not substantially 
alter our estimates from regression equation (11) may be shown. With these two variables 
included, the regression results for the forty-eight-quarter period are: 


P= 21.368 +27.719 27.683 = 
Sh 


(2.406) (1.173) 
+0.205AP—2.796(i); R=.962 


(0.125) (1.922) = 4.207 
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a dotted line, with the 1954 values representing an extrapolation. 
These values may be compared with the actual course of stock prices 
as measured by quarterly averages of the Moody’s index for 125 in- 
dustrial common stocks, shown in Chart II as a solid line.”” 


REGRESSION RESULTS CONFINED TO PostwaR DATA 


It might be argued that the policy of retaining earnings to finance 
growth requirements underwent a change after World War II. If this 
did occur the fit of dividend function (5) may yield an unsatisfactory 
confidence index.'* To test this possibility, the statistical analysis de- 
scribed above has been repeated using only data for the first quarter 
of 1946 through the last quarter of 1953 (omitting again the four quar- 
ters directly following the outbreak of Korean hostilities), or a total of 
twenty-eight quarterly observations. The comparative least-squares 
results for this postwar period are: 


-1 
D=208.230+0.4857 E; R=.924 
(5.1) 


(0.0361) =246 
P=25.799+ 10.040 242.793C: R=.965 
040 +2. (7.1) 
(0.808) (0.303) = 3.556 
P=19.232+29.182 2-9 R=.968 
= 19. Shi =, (11.1) 
(1.844) (0.938) S=3.401. 


Comparing (7.1) with (7), it will be seen that the confidence index, C, 
has gained some weight at the expense of D/sh, and this is also reflected 


-1 
in the fact that both D/sh and S E/sh in (11.1) are weighted somewhat 
—4 


more heavily than in (11). The postwar dividend function (5.1) has a 


17. A comparison of computed with actual stock prices, as shown in Chart II, suggests 
the presence in the market both in 1946 and 1954 of speculative forces that outran the opti- 
mism of the business community. If this is true, a downward readjustment of prices in 1955 
would not be surprising. 


18. Since no explicit variable has been introduced into the function to measure changes 
in the policy of income retention for growth requirements, the residuals from the least- 
squares fit will contain disturbances due to changes in this policy as well as disturbances 
due to the confidence factor. 
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slightly steeper slope than that for the full period (5), indicating that 
changes in postwar dividend disbursements were somewhat more re- 
sponsive to changes in earnings. In view of the size of the differences 
between the two equations, however, we cannot take strong issue with 
the proposition that dividend policies subsequent to World War II were 
much the same as during the middle and late 1930’s. 


IV. SUMMARY AND CONCLUSIONS 


We have demonstrated an a priori case to support the view that vari- 
ations in dividend disbursements not accounted for by changes in 
earnings are a reflection of changes in liquidity status. In the absence 
of effective intervention by the monetary authority, alterations in 
liquidity status are, in turn, largely a reflection of changes in the esti- 
mate made by businessmen of future cash-flow elements. Since the 
latter estimates are heavily under the influence of anticipations con- 
cerning future profit variables (revenues and costs), a connection be- 
tween dividend variations and the level of business confidence is deduc- 
tively established. The relationship implies that variations in dividends 
not accounted for by changes in earnings may be used as a surrogate to 
measure levels of business confidence. 

In testing this measurement hypothesis, it was found that a confi- 
dence index constructed in accordance with the principles of the hy- 
pothesis exhibits a statistically significant co-variation with stock mar- 
ket prices. If the parallel hypothesis is accepted that the sentiments of 
buyers and sellers of stocks reflect changes in the sentiments held by the 
business community, then we have fotind empirical support for the view 
that the confidence index does measure changes in business sentiments 
regarding future profit variables. 

We conclude that the hypothesis that the dividend-earnings rela- 
tionship may be used as a surrogate to measure business confidence can 
tentatively be accepted as a basis for further research. It has a strong 
a priori case to support it and it is consistent with the empirical data 
offered in Section IIT. It remains to be seen whether the hypothesis will 
stand up against other sets of empirical observations, 
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APPENDIX: NOTES CONCERNING STATISTICAL DATA 


1. Data underlying Chart I. Values of (P — P,), i.e., deviations of actual stock 
prices from values computed from regression equation (3) in text (in dollars); 
values of (D — D,), i.e., deviations of actual dividends from values computed from 
equation (5) in text (in millions of dollars): 


ist QUARTER 2p QUARTER 3p QuaRTER 47H QUARTER 
YEAR P-P, D-D. P-P, D-D. P-P, P-P, D-D, 
_ a — 5.70 20 — 3.70 14 —0.40 63 3.20 80 
1936. . 660 — 7 4.50 — 6 6.20 3 6.50 129 
67..... 7.20 168 2.00 105 .40 87  —12.30 74 
1938..... — 7.80 -—234 — 4.20 —-—271 2.20 —119 3.80 63 
Ae 0.60 38 =— 2.30 14 —0.60 19 — 1.10 46 
_. Pee 10.60 21 13.70 156 7.00 171 1.90 121 
1.20 36 — 2.70 —121 -1.10 -—207 2.70 —227 
1948..... — 5.40 -—224 —1.70 -5.20 -395 -—9.60 —239 
1949..... —12.00 -—366 —13.50 -—398 -9.90 —362 8.90 —154 
1951.. —0.60 143 1.70 192 
ae 4.10 219 3.50 297 5.90 363 7.80 305 
1953..... 9.30 273 5.10 242 3.70 135 5.50 127 


2. Data underlying Chart II. Values of P (quarterly averages of Moody’s index 
of stock prices for 125 industrials); values of P? (quarterly stock prices computed 
from equation (11) in text). 


ist QUARTER 2p QUARTER 3p QUARTER 47H QUARTER 
Year P P P P 
1935... 25.30 33.10 27.50 33.00 31.40 34.60 36.20 36.50 
1936... 40.50 34.70 39.20 35.50 42.90 37.70 47.00 44.70 
1937... 49.10 46.60 44.30 45.50 43.30 45.70 31.40 46.00 
1938... 28.80 31.60 28.90 27.20 34.80 30.60 36.90 35.90 
1939... 34.10 35.50 31.80 35.50 34.60 36.60 35.90 39.20 
1946... 51.20 41.80 54.70 45.40 48.70 46.50 44.80 46.60 
1947... 46.30 46.10 44.40 44.00 46.80 42.80 47.00 43.90 
1948... 45.10 44.80 49.90 44.20 48 .00 44.20 47.00 48.50 
1949... 45.70 48 .30 44.10 47.50 47.00 47.40 50.70 54.60 
1950... 53.10 58.80 56.80 > 
1952... 74.20 73.90 74.10 76.50 76.40 77.80 77.80 76.00 
1953... 79.10 74.80 75.10 74.20 73.40 71.50 76.60 72.0 
1954. 83.00 75.40 92.70 77.90 98 .80 76.70 109.90*  84.20* 


* Based on November 26, 1954, data for P, D/sh, and E/sh. 


3. Market price, dividends-per-share, and earnings-per-share for 125 industrials 
from Moody’s Industrial Manual and Moody’s Stock Survey. 

4. Aggregate earnings-per-quarter, and aggregate dividends at currently indi- 
cated rate supplied by Moody’s Investors Service. 
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SOME CONSTITUTIONAL ASPECTS OF 
FEDERAL EXPENDITURES* 


B. U. RatcHForD 


Duke University 


MoDERN GOVERNMENTS depend heavily upon the expenditure of 
money to make their powers effective and to carry on their various 
activities. Here, as elsewhere, money expenditures are a means to an 
end rather than an end in themselves, but they are such a vital and 
all-pervasive instrument or medium that they may exert a major in- 
fluence on the scope and effectiveness of governmental activities. 
This paper examines the constitutional basis of federal spending in 
the United States to see what grants of power are given to Congress 
and the executive branch of the government and what prohibitions, 
limitations, or restrictions apply to the exercise of that power. 

A brief survey of this kind cannot present a well-rounded or ex- 
haustive treatment of the subject nor can it explore many significant 
technical aspects. Rather, it can consider only a selected sample of 
developments and court decisions. Only a few of the hundreds of able 
commentaries on relevant points can even be mentioned and none 
can be considered at length. An attempt has been made to trace the 
main lines of the development of a few of the major constitutional 
doctrines, but it is not possible to show how they gradually evolved 
and changed over time nor to give the background of the changes. 
Most of the discussion will deal with the controversy over the wel- 
fare clause and with two or three of the enumerated powers of the 
federal government, especially the commerce power which has been 
involved in many of the developments. 


THE CONSTITUTIONAL PROVISIONS 


The federal government is one of limited and enumerated or pre- 
scribed powers; all of its authority is derived from powers granted 
in the federal constitution.’ In such a situation it would be reason- 


*In the preparation of this study I have benefited from the comments and sugges- 
tions of Professors Douglas B. Maggs, Howard Schaller, and Robert R. Wilson, but 
I alone am responsible for the views expressed. 


1. Mr. Justice Story wrote that the people “. . . have made it a limited government. 
They have defined its authority. They have restrained it to the exercise of certain 
powers and reserved all others to the States or to the people.” Story on the Consti- 
tution, 5th ed., p. 304. 
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able to expect that the spending power would be defined or pre- 
scribed quite precisely. Such, however, is not the case. The constitu- 
tional provisions which relate to the spending power are scattered, 
fragmentary, and incomplete. They are as follows: 


Article I, Section 8. 1. The Congress shall have power to lay and collect taxes, 
duties, imposts and excises, to pay the debts and provide for the common de- 
fense and general welfare of the United States; but all duties, imposts and 
exercises shall be uniform throughout the United States; . . . 

12. To raise and support armies, but no appropriation of money to that use 
shall be for a longer term than two years; ... 

18. To make all laws which shall be necessary and proper for carrying into 
execution the foregoing powers, and all other powers vested by this Constitu- 
tion in the government of the United States, or in any department or officer 
thereof... . 

Article I, Section 9. 

7. No money shall be drawn from the treasury, but in consequence of appro- 
priations made by law; 


Paragraph 12 of Section 8 reflects the fear, inherited from the 
British, that the executive might use the army as an instrument of 
oppression. It was meant to keep the executive on a short leash 
through limited appropriations. Apparently this paragraph has never 
been the subject of controversy or litigation and is probably no 
longer significant. 

Paragraph 7 of Section 9 has been interpreted to be merely a lim- 
itation upon the executive officers of the Treasury Department and 
not a restriction on the powers of Congress.” It is significant only in 
a procedural, rather than in a substantive, sense. 

From these considerations it is evident why Willoughby con- 
cluded: 


The power of Congress to make appropriations is nowhere specifically pro- 
vided for in the Constitution. It is, therefore, an implied power,—a power that 
may be exercised whenever necessary and proper for carrying into execution 
any of the specifically granted powers. In general, therefore, it may be said 
that if Congress has the constitutional power to provide that a thing shall be 
done it has the implied power to authorize the expenditure of such public 
moneys of the United States as are needed for that purpose.? 


Thus the framers of the Constitution did not include a general 
power to authorize expenditures. Undoubtedly they believed that the 
power to perform a certain function carried with it the power to make 
expenditures for that purpose, as Willoughby states. It is difficult to 
see how they could have thought otherwise and the courts seem to 


2. Knote v. United States, 95 U.S. 149, 154 (1877). 
3. Willoughby on the Constitution of the United States, 2d ed., I, 98. 
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have accepted that position without question. But that raises the dif- 
ficult and controversial question of the general welfare clause. How 
does it fit into the above logic? 


THE GENERAL WELFARE CLAUSE 


From the very beginning, bitter controversy has raged over this 
short clause. Is it, as some contend, merely a limitation or qualifica- 
tion on the taxing power? Or, at the other extreme, is it a broad, sep- 
arate, independent, and substantive grant of spending power, in ad- 
dition to the necessarily implied power to spend for the enumerated 
functions? In between these extreme positions several intermediate 
interpretations have been developed, but they are somewhat tenuous 
and technical and will not be considered here. Over the years, two 
diametrically opposite interpretations of this clause developed, as- 
sociated with the names of Madison and Hamilton. 


MapIson’s PHILOSOPHY 


Madison considered this clause in The Federalist (No. 41) when 
he attempted to refute arguments that it would amount “. . . to an 
unlimited commission to exercise every power which may be alleged 
to be necessary for the common defense or general welfare.” He ridi- 
culed the argument, saying that “No stronger proof could be given 
of the distress under which these writers labor for objections, than 
their stooping to such a misconstruction.” He pointed out that this 
clause was followed by a long enumeration of specific powers; why 
were these given if they were included in the preceding power? 
“Nothing is more natural nor common than first to use a general 
phrase, and then to explain and qualify it by a recital of particulars.” 

He used much the same arguments in 1817 when he vetoed the so- 
called “Bonus Bill” which would have set up in the federal govern- 
ment a fund to finance internal improvement. He wrote in part: 

To refer the power in question to the clause “to provide for the common de- 
fence and general welfare” would be contrary to the established and consistent 
tules of interpretation; as rendering the special and careful enumeration of 
powers which follows the clause nugatory and improper. Such a view of the 
constitution would have the effect of giving to congress a general power of 
legislation, instead of the defined and limited one hitherto understood to belong 


to them, the terms “the common defence and general welfare” embracing every 
object and act within the purview of a legislative trust.* 


President Monroe expounded the same views at great length in 
1822 when he vetoed the Cumberland Road Bill’ although in later 


4. Elliot’s Debates, p. 281. 5. Willoughby, op. cit., pp. 99-103. 
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life he changed his views and accepted the Hamiltonian philosophy. 
Over the years, Madison’s interpretation was accepted by many men 
in both the legislative and executive branches of the government and 
undoubtedly did much to influence the nature and scope of federal 
activities. Apparently, however, it never received the indorsement 
of the Supreme Court in any major decision, and the general trend 
of thinking and acting was definitely toward the Hamiltonian posi- 
tion. As late as 1923, however, Professor Corwin gave a vigorous de- 
fense of Madison’s views. He contended that the general welfare 
clause is a qualification of the taxing power, pointing out that the 
phrase stands between two other phrases, both dealing with the tax- 
ing power, and that to regard it as a substantive grant of spending 
power would give Congress practically complete legislative power 
and make useless the succeeding enumeration of specific powers. He 
was aware that “. . . any attempt to apply the Madisonian test to 
national expenditures today would call for a radical revision in the 
customary annual budget of the government and for a revolution in 
national Administration.” But, he asks, what other test is there for 
the Court to apply without palpably invading the field of legislative 
discretion? “We must conclude . . . that so far as this power goes, 
the ‘general welfare’ is what Congress finds it to be.’ 


HAMILTON’s PHILOSOPHY 


In The Federalist Papers (Nos. 40-46) Hamilton discussed the 
taxing power of the new government. He urged the necessity of a 
broad power to raise revenue, but he gave no indication that he re- 
garded the general welfare clause as carrying any separate grant of 
spending power. A few years later, however, in his Report on Manu- 
factures, he gave his interpretation of the clause, in these words: 


The terms “general welfare” were doubtless intended to signify more than 
was expressed or imported in those which preceded, otherwise numerous exigen- 
cies incident to the affairs of the nation would have been left without a pro- 
vision. The phrase is as comprehensive as any that could have been used, be- 
cause it was not fit that the constitutional authority of the Union to appropriate 
its revenues should have been restricted within narrower limits than the “gen- 
eral welfare,” and because this necessarily embraces a vast variety of particu- 
lars, which are susceptible neither of specification nor of definition. 

It is, therefore, of necessity, left to the discretion of the national legislature 
to pronounce upon the objects which concern the general welfare, and for 
which, under that description, an appropriation of money is requisite and prop- 
er. And there seems to be no room for a doubt, that whatever concerns the 


6. Edward S. Corwin, “The Spending Power of Congress,” 36 Harvard Law Review, 
580 (March, 1923). 
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general interests of learning, of agriculture, of manufactures, and of commerce, 
are within the sphere of the national councils, as far as regards an application 
of money. 

The only qualification of the phrase in question, which seems to be admis- 
sible, is this: That the object, to which an appropriation of money is to be 
made, be general and not local; its operation extending, in fact, or by possi- 
bility, throughout the Union, and not being confined to a particular spot.? 


At this point Hamilton probably realized that such a broad and 
bold statement would arouse many fears and much opposition. Con- 
sequently, in the following paragraph, which is in striking contrast 
to his usual brilliant and cogent writing, he made an obvious and 
weak attempt to placate the opposition. 


No objection ought to arise to this construction, from a supposition that it 
would imply a power to do whatever else should appear to Congress conducive 
to the general welfare. A power to appropriate money with this latitude, which 
is granted too in express terms, would not carry a power to do any other thing 
not authorized in the constitution, either expressly or by fair implication.® 


Either the last paragraph means nothing or it contradicts all that 
has gone before. This well illustrates the dilemma which, from the 
earliest days has faced those who would interpret this clause. In the- 
ory the federal government is one of limited and enumerated powers. 
But in a dynamic, rapidly changing society this is intolerable. Espe- 
cially since the United States became a great power, it needs to do 
many things which it could not do by any logical interpretation of 
the enumerated powers. There is need for flexibility—for an “escape 
clause.” But if that flexibility is to be attained by construing the 
general welfare clause to be a substantive grant of spending power, 
then there are no effective constitutional limits to the federal spend- 
ing power. And if there are no effective restraints on the power of the 
purse, many, ?f not most, other constitutional restraints may be cir- 
cumvented. 

These two conflicting interpretations of the general welfare clause 
have persisted down through the years. At different times and in dif- 
ferent situations each view has exerted a powerful influence on the 
policies and actions of the federal government. More and more, how- 
ever, Hamilton’s view has come to be generally accepted. Listed be- 
low are a few of the many instances in which each view was ex- 
pressed or was the basis of action. 


7. Reports of the Secretary of the Treasury of the United States (Washington, 1837), 
pp. 112-13. 


8. Ibid. 


464 The Journal of Finance 


APPLICATIONS OF MApISON’s PHILOSOPHY 


In 1791 Thomas Jefferson gave to President Washington an opin- 
ion on the proposal to establish the Bank of the United States. He 
contended that Hamilton’s view 

. would reduce the [Constitution] to a single phrase, that of instituting a 
Congress with power to do whatever would be for the good of the United 
States; and as they would be the sole judges of the good or evil, it would be 
also a power to do whatever evil they pleased. . . . Certainly no such universal 
power was meant to be given them.® 

The vetoes of the internal improvement bills by Madison and 
Monroe have been mentioned above. When Andrew Jackson became 
president he took an even stronger position on this question and 
fought vigorously against expenditures for internal improvements by 
the federal government. In 1830 he vetoed two bills which would 
have provided federal aid for the Maysville Road and the Washing- 
ton Turnpike Road; Congress failed to pass the bills over his veto.’ 
Jackson’s policies held down federal expenditures while the boom of 
the early 1830’s and the settlement of the Middle West produced 
record revenues. Soon the federal debt was entirely repaid and there 
was an embarrassingly large surplus. At first Jackson proposed that 
this surplus be given to the states to aid them in building internal 
improvements, but later reversed his position and held that such 
would be unconstitutional. The matter was debated at great length 
in Congress, where many believed that an outright gift would be un- 
constitutional. Congress finally voted to distribute the surplus among 
the states as a loan, but with an unwritten understanding that no de- 
mand would ever be made for repayment.’? The amount distributed 
is still carried on the books of the Treasury Department as loans to 
the states. 

In 1859 Congress passed a bill to assign certain public lands to the 
states in aid of education—a forerunner of the Morrill Act. President 
Buchanan vetoed the bill, stating in part: “I presume the general 
proposition is undeniable that Congress does not possess the power 
to appropriate money in the Treasury, raised by taxes out of the 
people of the United States, for the purpose of educating the people 
of the respective states.”’* He then pointed out that it would be ab- 

9. Thomas J. Randolph, editor, Memoir, Correspondence, and Miscellanies from the 
Papers of Thomas Jefferson (Charlottesville, 1829), IV, 525. 

10. Elliot’s Debates, IV, 333-36. 


11. Edward G. Bourne, The History of the Surplus Revenues of 1837 (New York, 
1885), pp. 5, 8, 20, 22. 


12. Quoted in Corwin, of. cit., p. 571. 
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surd to suppose that Congress could do with public lands or nontax 
revenues what it could not do with tax money. 

Perhaps the most quoted statement in this connection was that 
made by President Cleveland in 1887 when he vetoed a bill which 
would have provided free seeds to farmers in certain areas which had 
been stricken by a drought. He said in part: 

... there seems to be no doubt that there has existed a condition calling for 


relief; and . . . a donation of seed-grain to the farmers . . . would serve to 
avert a continuance or return of an unfortunate blight. 


But he went on: 


I can find no warrant for such an appropriation in the Constitution, and I 
do not believe that the power and duty of the general government ought to be 
extended to the relief of individual suffering which is in no manner properly 
related to the public service or benefit. A prevalent tendency to disregard the 
limited mission of this power and duty should, I think, be steadfastly resisted, 
to the end that the lesson should be constantly enforced that, though the people 
support the government, the government should not support the people.!% 


In addition to these specific instances there were, even as late as 
the 1930’s, several expressions of the Madison philosophy in the de- 
cisions of the lower federal courts. 


APPLICATIONS OF HAMILTON’s PHILOSOPHY 


Proposals and appropriations for expenditures which could be jus- 
tified only on the general welfare power began early in our national 
life. During his two terms, President Washington made numerous 
recommendations to Congress for expenditures which implied the 
possession by Congress of “the broadest discretion in expenditures.” 
They included the establishment of a national university and the en- 
couragement of manufactures, new inventions, and agriculture.’* In 
1794, after much soul-searching as to its propriety and constitution- 
ality, Congress appropriated $15,000 for the relief of refugees from 
Santo Domingo and in 1812 appropriated $50,000 for the relief of 
citizens of Venezuela who had suffered from an earthquake.’ Jeffer- 
son’s Louisiana Purchase certainly had no specific constitutional 
base other than the general welfare clause and it is rather difficult to 
reconcile his action here with his earlier statement. Between 1806 

13. George F. Parker, editor, The Writings and Speeches of Grover Cleveland (New 
York, 1892), p. 450. 

14. Corwin, op. cit., p. 555; Story, op. cit., p. 718n. 


15. II Laws of the U.S. 374-75; 4 Annals of Congress 40-42; 170-173; 350-352; 
422; I Stat at Large 730. The Venezuelan appropriation illustrates how liberally “gen- 
eral welfare” can be interpreted. 
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and 1817, at least eleven roads in various parts of the country were 
opened by the federal government. In the early 1840’s when the 
states were having much trouble with their debts, there was a strong 
movement for a second assumption of state debts by the federal gov- 
ernment. The doubtful constitutionality of such action was one of 
several reasons why the move did not succeed.’® In 1862 Congress 
passed the Morrill Act providing for the establishment of the land- 
grant colleges and assigning public lands for their support. 

Since 1900 both the number and amounts of appropriations in this 
area have increased enormously. They rose sharply during the New 
Freedom of Woodrow Wilson and reached flood tide under the New 
Deal of the second Roosevelt. Writing before the New Deal, Wil- 
loughby stated that, “. . . the public moneys of the United States 
have been devoted to a great variety of purposes, many of which 
have had no relation to the exercise of the specific powers vested by 
the Constitution in the National Government. . . .” He lists many 
federal agencies which can be justified only under the general wel- 
fare power, such as the Public Health Service, the Geological Sur- 
vey, the Bureau of Mines, the Children’s Bureau, the Women’s Bu- 
reau, the Smithsonian Institution, the National Gallery of Art, and 
others.** 


INTERPRETATION BY THE CourRTS 


Given such a wide and continuing diversity of views, it is surpris- 
ing that more than a century passed before the Supreme Court found 
it necessary to construe the general welfare clause as the source of 
congressional spending power. Of course, there were cases in which 
the powers of Congress to perform certain functions were questioned 
and in which the Court found the necessary power in other sections 
of the Constitution, such as those which granted power over com- 
merce, post roads, money, or war. When the Court found that Con- 
gress had the necessary power under one of these sections, then the 
power to make expenditures for the function in question automati- 
cally followed. In this way the Court upheld the power of Congress 
to charter and purchase stock in a national bank and federal land 
banks and to construct internal improvements. It was not until 1896 
that the Court rested a case involving expenditures on the general 
welfare clause; it then held that Congress had power to acquire land 

16. Reginald C. McGrane, Foreign Bondholders and American State Debts (New 
York, 1935), pp. 21-40. 

17. Willoughby, op. cit., pp. 103-04. 
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within a state for use as a national park.’* The issue had been pre- 
sented once before and was presented three more times before 1936, 
but the Court disposed of the cases without construing the clause.’® 

The well-known Butler (or Hoosac Mills) case”® decided in 1936 
is an interesting and unique case in several ways. First, it is appar- 
ently the only case in which the Court has construed the general wel- 
fare clause in such a way as to render invalid an appropriation made 
by Congress. Second, after explaining Madison’s and Hamilton’s in- 
terpretations of the clause, the Court deciared that Hamilton’s inter- 
pretation was the correct one, and then proceeded to render a deci- 
sion which contained many elements of Madison’s philosophy. Third, 
after barely a year the Court reduced the Butler decision, in Profes- 
sor Corwin’s words, “to narrow proportions” in the Social Security 
cases; actually, for all practical purposes, the Butler decision was 
reversed. 

The Butler case dealt with the Agricultural Adjustment Act of 
1933"! which levied a processing tax on certain commodities and 
provided that the Secretary of Agriculture might, by contracts with 
producers or “other voluntary methods,” bring about a reduction in 
the acreage and production of farm commodities. Participants in the 
program were eligible to receive rental or benefit payments from the 
proceeds of the processing taxes. Attorneys for the government re- 
lied heavily upon the general welfare clause as the source of the 
power to enact the law. The Court did not deny that the program 
might contribute to the general welfare but it could find no constitu- 
tional source of power. Since the United States is a government of 
delegated powers, ‘“‘Powers not granted are prohibited. None to reg- 
ulate agricultural production is given, and therefore legislation by 
Congress for that purpose is forbidden.’ 

Elsewhere the majority opinion stated: “The power to confer is 
the power to coerce or destroy. . . . The Congress cannot invade state 
jurisdiction to compel individual action; no more can it purchase 
such action.’’”** This was Madison’s doctrine, pure and undiluted. 

Three justices joined in a strong dissenting opinion in which they 
stated, among other things: “The power of Congress to spend is in- 


18. U.S. v. Gettysburg Electric Railway Co., 160 U.S. 668 (1896). 

19. Pacific Land Cases, 127 U.S. 1 (1888); Smith v. Kansas City Title and Trust 
Co., 255 U.S. 180 (1921) ; Massachusetts v. Mellon, 262 U.S. 447 (1923); Frothingham 
v. Mellon, 262 U.S. 447 (1923). 

20. U.S. v. Butler, 297 U.S. 1 (1936). 22. U.S. v. Butler, 297 US. 1, 68. 


21. 48 Stat. 31. 23. Ibid., pp. 71, 73. 
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separable from persuasion to action over which Congress has no leg. 
islative control.” “. . . The spending power of Congress is in addition 
to the legislative power and not subordinate to it.”** The dissenters 
held that the power of the purse, while great, was not unlimited. The 
restraints were: (1) the purpose must be “truly national,” (2) the 
power “may not be used to coerce action left to state control”; and 
(3) “Another is the consicence and patriotism of Congress and the 
Executive.’ It may be questioned whether the last one is, in a strict 
sense, a constitutional restraint. 

Two major programs of the New Deal were upheld by the Court 
on the basis of the general welfare clause. The first was the Social 
Security program. Here Congress did not, as in the Agricultural pro- 
gram, earmark the proceeds of special taxes to pay benefits; rather, 
tax revenues went into the general fund, out of which appropriations 
were made to the Social Security Trust funds. Further, the states 
were made essential participants in the unemployment compensation 
plan. In the unemployment compensation case the Court upheld the 
program and distinguished it from the Butler case on four grounds: 
(1) the proceeds of the tax were not earmarked; (2) the law was 
approved by the states and would not be applicable in any state with- 
out it; (3) it was not an irrevocable agreement since the states could 
repeal the laws at any time; and (4) it was not directed toward an 
unlawful end but to the relief of unemployment, for which nation 
and state may lawfully co-operate.** The vote was five to four. 

In the old age insurance case the Court cited the Butler case to 
show that Congress may authorize expenditures for the general wel- 
fare.” The opinion was short, since the companion case on unemploy- 
ment compensation was decided at the same time. Even when the 
power to make expenditures for the general welfare is conceded, the 
Court said, difficulties still remain: 

The line must still be drawn between one welfare and another, between par- 
ticular and general. Where this shall be placed cannot be known through a 
formula in advance of the event. . . . The discretion belongs to Congress, unless 
the choice is clearly wrong, a display of arbitrary power, not an exercise oi 
judgment. .. . Nor is the concept of the general welfare static. Needs that were 


narrow or parochial a century ago may be interwoven in our day with the well- 
being of the Nation. What is critical or urgent changes with the times.?8 


24. Ibid., pp. 83, 85. 

25. Ibid., pp. 86-87. 

26. Steward Machine Co. v. Davis, 301 U.S. 548, 592, 593 (1937). 
27. Helvering v. Davis, 301 U.S. 619, 640 (1937). 

28. Ibid., pp. 640-41. 
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Here two of the four factors which distinguished the unemploy- 
ment compensation case for the Butler case were missing. Further, 
itis doubtful that the Court would base such an important decision 
on the technical and superficial point that the proceeds of the taxes 
were not earmarked. The real question, then, was whether the pro- 
viding of insurance to the aged was a “lawful purpose”—more so 
than the regulation of agriculture. It is difficult to see more of a fed- 
eral purpose in one than in the other. The fact that the Court upheld 
the old age insurance plan probably meant that it was, in effect, over- 
ruling the Butler case. 

The second major New Deal program upheld by the Court under 
the general welfare clause, after considerable delay and some intri- 
cate legal maneuvering, was the low-cost housing and slum clearance 
program. An early test case arose when the owners of certain lands 
questioned the power of the federal government to take land under 
the power of eminent domain for this purpose. The question at issue 
was whether land taken for this purpose would be for “a public use,” 
since the federal government could exercise the power of eminent do- 
main only for such a use. The government contended that this was a 
public use since it would help relieve unemployment and permit low- 
income groups to improve their living conditions. The lower courts 
did not agree. The circuit court held that while the program may re- 
lieve unemployment and give certain groups better housing, there 
would be no logical end to such a process; the government might 
take farms, factories, and any other properties which it thought it 
could use to public advantage and then either operate or resell them. 
“The taking of one citizen’s property for the purpose of selling or 
leasing it to another or for the purpose of reducing unemployment is 
not, in our opinion, within the scope of the power of the federal gov- 
ernment.””° 

Although the government attorneys appealed the case, those who 
were directing the legal strategy of the government did not think that 
this was a good case to serve as a test of the housing legislation. The 
Solicitor General, therefore, moved to dismiss the petition for certi- 
orari and the Supreme Court granted the request.®° 

The sequence of events was important here. The motion to dismiss 
the appeal of the housing case came immediately after the announce- 
ment of the Butler case, which had created much uncertainty as to 
how the Court would construe the scope of the welfare clause. Fur- 


29. U.S. v. Certain Lands in Louisville, 78 F (2d) 684, 688 (1936). 
30. 297 U.S. 726 (1936). 
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ther, as Freund has pointed out, “. . . it was felt that the question of 
eminent domain ought to await the decision of a case involving sim- 
ply the spending power without any question of compulsory taking 
of property.” 

The case which reached the Supreme Court arose when Cuyahoga 
County and the city of Cleveland in Ohio attempted to tax land 
owned by the Federal Public Housing Authority. At issue was the 
Housing Act of 1937. Section 1 of that Act, as summarized by the 
Court, stated the policy of the government to be: “. . . to promote 
the general welfare of the nation by employing its funds and credit 
to assist the States and their political subdivisions to relieve unem- 
ployment and safeguard health, safety and morals of the Nation by 
improving housing conditions.”** The lower court had held that even 
though the evils of bad housing are local in origin, their effects may 
become so widespread as to create a menace to national welfare. The 
Supreme Court, after citing the avowed purposes of the Act, disposed 
of the constitutional issue in one short sentence: “Challenge of the 
power of Congress to enact the Housing Act must fail.’’** The Butler 
and Social Security cases were cited in substantiation. 


THE CoMMERCE CLAUSE 


Agricultural cases ——After the Butler case, legislation and litiga- 
tion affecting agriculture did not deal directly with public expendi- 
tures but they illustrate two significant principles which perhaps are 
not adequately appreciated. First, when the government is denied the 
power to make expenditures for a particular purpose it may often 
accomplish the same purpose by the threat of taxes and penalties. 
Second, when the government is denied the power to carry on certain 
activities under the general welfare clause, it may in some cases carry 
on those same activities by invoking other constitutional powers, 
especially the power to regulate interstate commerce.** After 1936 
the federal government made both of these changes in its agricultural 
legislation. In the Agricultural Adjustment Act of 1933 Congress had 
attempted to persuade farmers to restrict production by promising 
them benefit payments. In the Agricultural Marketing Agreements 
Act of 1937 and the Agricultural Adjustment Act of 1938 it was pro- 


31. Paul A. Freund, On Understanding the Supreme Court (Boston, 1949), p. 111. 
32. Cleveland v. U.S., 323 U.S. 329, 333 (1945). 
33. Ibid., p. 333. 


34. In this connection, see the very able and pioneering discussion by C. Lowell 
Harriss, “Government Expenditure: Significant Issues of Definition,” The Journal of 
Finance, YX (December, 1954), 351-64. 
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vided that farmers who did not obey certain regulations would be 
subject to penalties. In both the 1937 and 1938 acts, Congress pur- 
ported to be acting under its power to regulate interstate commerce. 

The 1937 Act empowered the Secretary of Agriculture to enter 
into marketing agreements with groups of producers to restrict pro- 
duction. Producers who did not observe the restrictions were subject 
to penalties on amounts marketed above assigned quotas. In two de- 
cisions rendered in 1939, the Court sustained the constitutionality of 
this Act, holding that the power of Congress over interstate com- 
merce, where it exists, is complete. Four of the nine justices dissented 
in the first case.* 

Under the 1938 Act the Secretary of Agriculture was authorized 
to hold elections among the growers of certain commodities. If two- 
thirds of the growers approved a control program it was binding on 
all growers. Restriction was accomplished by limiting the acreage of 
each grower. All amounts of the commodity produced on the alloted 
acreage could be marketed without penalty but amounts grown on 
land above the assigned quotas were subject to heavy penalties. 

This Act came before the Supreme Court in 1939 in a case involv- 
ing tobacco. The decision stated in part: 

The statute does not purport to control production. It sets no limit upon the 
acreage which may be planted or produced and imposes no penalty for the 
planting and producing of tobacco in excess of the marketing quota. It purports 
to be solely a regulation of interstate commerce, which it reaches and affects 


at the throat where tobacco enters the stream of commerce—the marketing 
warehouse.3® 


With little further elaboration, without looking behind the pur- 
ported purposes of the Act, and with no mention of the Butler case, 
the majority opinion held this to be a regulation of interstate and 
foreign commerce within the powers of Congress. 

Mr. Justice Butler entered a strong dissent. Citing the Butler case, 
he argued in part: 


Plaintiffs contend that the Act is a plan to control agricultural production 
and therefore beyond the power delegated to Congress. The Court impliedly 
concedes that such a plan would be beyond Congressional power, but says that 
the provisions do not purport to control production, set no limit upon the 
acreage which may be planted or produced and impose no penalty upon plant- 
ing and production in excess of marketing quotas. Mere inspection of the statute 
and Secretary’s regulations unmistakably discloses purpose to raise price lessen- 
ing production. Whatever may be its declared policy or appearance, the en- 


35. U.S. v. Rock Royal Cooperative, 307 U.S. 533; H. P. Hood and Sons v. US., 
307 U.S. 588 (1939). 


36. Mulford v. Smith, 307 U.S. 38, 47 (1939). 
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actment operates to control quantity raised by each farmer. It is wholly fal- 
lacious to say that the penalty is not imposed upon production. The farmer 
raises tobacco only for sale. Punishment for selling is the exact equivalent of 
punishment for raising the tobacco. The Act is therefore invalid.37 


On the basis of logic as applied to the economic realities, the dis- 
senting justice definitely had the better argument. 

In a subsequent case involving wheat, the legislation and regula- 
tions had abandoned the pretense that there was no purpose to con- 
trol production and the Court approved the program.** In this case 
the farmer had raised wheat on land not covered by his quota. He 
did not offer it for sale but fed it to livestock on his farm, but a pen- 
alty was assessed upon him, nevertheless. With respect to wheat, the 
Act defined marketing to include disposition “. . . by feeding (in any 
form) to poultry or livestock which . . . are sold, bartered, or ex- 
changed.” 

The Court held that: “. . . marketing quotas not only embrace all 
that may be sold without penalty but also what may be consumed on 
the premises. . . . Penalties do not depend upon whether any part of 
the wheat, either within or without the quota, is sold or intended to 
be sold.”** 

The Court then went on to say that the power of Congress under 
the Commerce Clause is not to be decided by formula or nomencla- 
ture but on the basis of the effects of activities upon interstate com- 
merce. Whether the subject of regulation was “production,” “con- 
sumption,” or “marketing” was not material for the purpose of 
deciding the question of federal power here. Even though an activity 
be local and be not regarded as commerce, “. . . it may still, whatever 
its nature, be reached by Congress if it exerts a substantial economic 
effect on interstate commerce . . . ,” whether direct or indirect.*® “The 
consumption of home-grown wheat exerts an effect on interstate com- 
merce. The fact that one person’s effect on demand for wheat is triv- 
ial does not remove him from the scope of federal regulation.’”’** 

The court held further that the power to regulate interstate com- 
merce includes the power to fix prices and home-grown wheat can 
affect prices by overhanging the market. Even if it is never marketed, 
such wheat may affect price by removing a demand which otherwise 


37. Ibid., p. 53. 

38. Wickard v. Filburn, 317 US. 111 (1942). 
39. Ibid., p. 119. 

40. Ibid., pp. 120, 124, 125, 

41. Ibid., p. 127. 


migh 
state 
In 
in th 
cons 
tutic 
Ir 
ties, 
goal 
reas 
has 
pen: 
exp 
tens 
corr 
the 
era 
q pov 
lar; 
cle: 
era 
pre 
sec 
am 
to 
ple 
mé 
co 
im 
de 
fr 
7 io 
Cc 
Ss 


er 


Some Aspects of Federal Expenditures 473 


might come into the market and thus competing with wheat in inter- 
state commerce.*” 

In addition to the rental or benefit payments, which were involved 
in the Butler case, the farm program has included payments for soil 
conservation and for various other purposes. Apparently the consti- 
tutionality of such payments has not been questioned in the courts. 

In summary, it would seem that in the field of agricultural activi- 
ties, Congress has not been seriously limited in achieving any desired 
goal by constitutional limitations on spending. This is true for three 
reasons. First, the constitutionality of many forms of expenditures 
has never been questioned. Second, in some cases it can use taxes or 
penalties to accomplish the same objectives as would be realized by 
expenditures. Third, the Court has approved an almost indefinite ex- 
tension of congressional powers under the Commerce Clause to ac- 
complish regulation of agriculture. 

Public power cases—One of the most controversial programs of 
the New Deal was the one which involved a great expansion of fed- 
eral expenditures for the generation and distribution of electric 
power. The long and bitter fight over this program, which centered 
largely around the Tennessee Valley Authority, never resulted in any 
clear settlement of the constitutional issues by the Court. The Fed- 
eral government, nevertheless, continued and gradually expanded its 
program, which ultimately required very large expenditures. 

The original Tennessee Valley Authority Act** definitely gave a 
secondary position to the generation and sale of electric power 
among the activities of the Authority, and even that was restricted 
to “surplus power” which arose out of its other activities. Primary 
places were given to the promotion of national defense, the develop- 
ment of agriculture and industry, improvement of navigation, and 
control of flood waters. An innocent reader of the Act would never 
imagine that power revenues and expenditures would assume the 
dominating position in the Authority’s finances which they have held 
from the beginning. 

Opponents of the TVA continuously tried to bring before the 
courts a case which would put at issue the Authority’s whole pro- 
gram. Attorneys for TVA tried just as persistently, and more ingen- 
iously, to restrict the scope of any litigation to the narrowest 
grounds possible. The first major case, brought by preferred stock- 

42. The wheat involved here was used as feed for livestock. Does this position of the 
Court mean that the Secretary of Agriculture, in carrying out a program to control 


the production and price of wheat, could also control the production of corn, oats, 
sorghum, and any other grain which might compete with wheat as feed for livestock? 


43. 48 Stat. 58. 
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holders of the Alabama Power Company, was the only one in which 
the Supreme Court has considered the substance of any issues raised. 
It involved the validity of a contract whereby TVA would purchase 
transmission lines to transmit surplus power from the Wilson Dam, 
which had been completed before the TVA was established. Oppo- 
nents of TVA had raised many other issues and the district court had 
granted a broad injunction against TVA, restraining many of its ma- 
jor activities. The Supreme Court restricted its decision to the one 
simple and narrow issue—the validity of the contract. Mr. Chief 
Justice Hughes, speaking for the Court, emphasized the narrow scope 
of the decision and stated that the decision did not affect other ac- 


tivities of TVA or the validity of the TVA Act except as it related to 
the contract.** 


The lawfulness of Wilson Dam was sustained under the war powers and the 
power over commerce on navigable waters, and the purchase of transmission 
lines for sale of power from the dam was sustained as a legitimate means of 
disposing of government-owned property—that is, the water power—which is 
inevitably created by the maintenance of the dam and the flow of water over 
it. There is a treasure in the waters, as government counsel put it, and the 
Constitution does not require that it go to waste.*5 


Professor Pritchett sums up the net result of the Ashwander case 
by saying that it 

. . . did not pass on the right of the government to acquire or operate local 
or urban distribution systems. It did not determine whether the TVA could 
build or operate steam plants. It did not say whether the TVA could purchase 
power for distribution purposes. In short, the Ashwander decision did not clear- 
ly indicate where the dividing line was between a constitutional program for 
the disposition of surplus power and an unconstitutional proprietary enterprise.** 


The next major case was brought by a group of power companies. 
They contended that the avowed primary purposes of the Act—na- 
tional defense, flood control, and the improvement of navigation— 
were merely a sham and a blind designed to conceal the real purpose 
which was to set up a big power enterprise, which was unconstitu- 
tional. The case was first heard in a district federal court before a 
single judge, who granted a sweeping preliminary injunction against 
TVA. The circuit court of appeals reversed the injunction and sent 
the case back for trial. In accordance with the new Judiciary Act of 
1937, the trial was held before a three-judge district court. The court 
found no evidence of conspiracy, fraud, coercion, or duress and be- 
lieved that the System would be operated in accordance with the 

44. Ashwander v. TVA, 297 US. 288, 340 (1936). 

45. Freund, op. cit., p. 94. 

46. C. Herman Pritchett, The Tennessee Valley Authority (Chapel Hill, 1943), p. 63. 
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congressional mandate to give priority to flood control and naviga- 
tion. “Under the statute, therefore, the generation of electric energy 
is specifically required to be incidental to the exercise of constitu- 
tional powers under the interstate commerce clause, and the opera- 
tion complies with this requirement.’’** It held that the TVA system 
was reasonably adapted to carrying out the purposes enumerated by 
Congress “and that in actual operation the creation of energy is sub- 
ordinated to the needs of navigation and flood control.” In selling 
electric power created at dams lawfully erected, the government is 
not entering private business but merely using an appropriate meth- 
od of disposing of its property. 

The case was appealed but the Supreme Court ruled that the 
utility companies had no legal standing to bring suit and that it was 


therefore unnecessary to pass on the major constitutional issues.** — 


So far as the Supreme Court is concerned, the matter rests there 
today. As Professor Pritchett points out, this second major test of 
the constitutionality of the TVA ended without any final determina- 
tion of the issues left unsettled by the Ashwander case but it did have 
the practical effect of liquidating the constitutional issue “. . . since 
it seems to leave no legal channels open for attacking the TVA power 
program... .” Thus the constitutionality of the TVA, once so press- 
ing an issue, was finally established by default.*® 

The rise of steam power in the TVA created an additional consti- 
tutional question. The earlier cases had all stated, or strongly im- 
plied, that the constitutionality of the power operations of TVA was 
predicated upon the assumption that the power was “surplus” and 
was “incidental” or “secondary” to the other operations of the Sys- 
tem. But the amount of power available in a purely hydroelectric 
power system fluctuates widely and there is need for steam plants to 
“firm up” the potential of the system. As TVA grew, it asked for and 
received congressional appropriations to build such plants. Finally, 
the point was reached where the total hydroelectric power available, 
even when “firmed up” by steam plants, was not adequate to meet the 
power needs of the area served. Then, again with appropriations from 
Congress, TVA embarked upon a great program of building steam 
plants. When present plans are completed, total steam capacity will 
exceed total hydro capacity. 

In 1954 a property owner contested the right of TVA to exercise 


47. Tennessee Electric Power Co. v. TVA, 21 Fed. Supp. 947, 959 (1938). 


48. Tennessee Electric Power Co. v. TVA, 306 U.S. 118 (1937). See the discussion 
of “standing” below. 


49. Pritchett, op. cit., p. 65. 
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the right of eminent domain in order to take property for the erec- 
tion of lines to transmit power generated at steam plants. The court 
held that the repeated appropriations by Congress for the erection of 
steam plants indicated “. . . clearly the interpretation by Congress 
of the TVA Act to authorize construction of steam plants. Reason- 
ing by analogy, the principle would seem to have been recognized 
by the U.S. Court of Appeals .. . in TVA v. Kinzer.”*° The court 
reasoned that the TVA clearly had the power of eminent domain 
with respect to hydroelectric power and the extent to which steam- 
generated power and hydrogenerated power should be commingled 
by it was “. . . a question for legislative determination and not for 
determination by the Courts.’”*' Apparently the case was not 
appealed. 

In this case the court seemed reluctant to dig down to the roots of 
the steam-power issue and consider it from the beginning. In this, as 
in an earlier case®* the court seemed to consider the fact that Con- 
gress had made several appropriations for a given purpose to be al- 
most conclusive evidence that Congress had the constitutional power 
to make such appropriations. Perhaps that is an additional reason 
why government attorneys try to delay the adjudication of some 
cases. 

It seems clear that the federal government has the power to en- 
gage in the generation and sale of electric power so long as it is con- 
nected in some way with a navigable stream over which Congress has 
jurisdiction under the Commerce Clause.** That means that conceiv- 
ably the federal government could take over the entire electric power 
industry, for it would always be possible to find a dam to serve as a 
nucleus, or at least a starting point, for a system to serve any desired 
area. Probably if the Atomic Energy Commission wished to generate 
and sell electric power as part of its program of atomic development, 
a valid basis could be found in the war powers. It is not clear whether 
adequate constitutional authority could be found to justify starting 
from the beginning with plans for the commercial sale of steam- 
generated power from a system which used only conventional fuel. 

50. Rainbow Realty Co. v. TVA, 124 Fed. Supp. 436, 440 (1954). The Kinzer case 
(142 F (2d) 833) (1944) dealt with the claim of the bankrupt estate of a former TVA 


employee against the TVA Retirement System. If it had any connection with the issue 
of steam power, it was most remote and indirect. 


51. 124 Fed. Supp. 441. 52. U.S. v. Puryear, 105 Fed. Supp. 534 (1950). 


53. The Supreme Court has held that the power of Congress over navigable streams 
is not restricted to the navigable portions. It approved a federal power project which 
was part of a flood control project on the head waters of a navigable stream because 
“_.. the power of flood control extends to the tributaries of navigable streams.” Okla- 
homa v. Atkinson Co., 313 U.S. 508, 525 (1944). 
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OTHER LIMITATIONS ON EXPENDITURES 


Congress also has the power to levy and collect taxes “to pay the 
debts” of the United States. In this connection the courts have con- 
sistently followed a broad, general, and nontechnical definition of 
“debt.” Thus the Court has said that the debts of the United States 
“ ,. are not limited to those which are evidenced by some written 
obligation or to those which are otherwise of a strictly legal charac- 
ter. [They include] debts which rest upon a merely equitable or 
honorary obligation, and which would not be recoverable in a court 
of law if existing against an individual.’™* 

In another case the Court recognized the great responsibilities 
which the United States has assumed toward the Philippine Islands 
as an obligation which may require the spending of money “...in | 
which case the obligation fairly comes within the term ‘debt’ as used 
in the taxing clause.” In that same case the Court said of the gen- 
eral power of Congress to pay the debts and provide for the common 
defence and general welfare of the United States that “. . . whether 
a tax serves any of these purposes is a practical question, addressed 
to the law-making department. And it will require a very plain case 
to warrant the courts in setting aside the conclusion of Congress in 
that regard.’’®* 

Finally, the Court has laid down two principles which affect the 
qualifications which Congress may attach to expenditures, both of 
them dealing with salaries. In one case Congress attached a rider to 
an appropriation bill in which it named three men then employed by 
the federal government who had been found guilty of “subversive 
activities” and provided that they should not be paid from any 
monies then or thereafter appropriated. The guilt of the men had 
been determined by a subcommittee of the House Appropriations 
Committee after a secret hearing. The Court held that the withhold- 
ing of money in this way constituted a bill of attainder and was in- 
valid.*? In the other case the Court held that Congress has the power 
to prohibit states from paying salaries out of federal funds to people 
who engage in certain political activities. It said, “While the United 
States is not concerned with, and has no power to regulate, local 


54. U.S. v. Realty Co., 163 U.S. 427, 440 (1896). The payments involved here were 
some which Congress had authorized as compensation for damages caused by the re- 
peal of a bounty on sugar production. 


55. Cincinnati Soap Co. v. U.S., 301 U.S. 308, 314 (1937). 
56. Ibid., p. 313. 
57. U.S. v. Lovett, 328 U.S. 303 (1946). 


| 
. 
lie 
> 
/ 
| 


478 The Journal of Finance 


political activities as such of state officials it does have power to fix 
the terms upon which money allotment to states shall be dis- 
bursed.””** 


THE ENFORCEMENT OF LIMITATIONS ON EXPENDITURES 


Constitutional limitations on expenditures may lose much of their 
effectiveness unless there is some arrangement for enforcing them. 
What provisions are there for enforcing limitations on federal ex- 
penditures? Who has the necessary legal “standing” in the courts to 
challenge the constitutionality of appropriation acts? 

A taxpayer, as such, may not come into court to question any ex- 
penditure authorized by Congress unless there is some connection 
between his tax and the expenditure. Although in earlier cases® the 
Court had allowed such challenges, it changed its position in the case 
of Frothingham v. Mellon® (commonly cited as Massachusetts v. 
Mellon), decided in 1923. In that case, which is still ruling law and 
which has often been reaffirmed, the Court first noted that often a 
taxpayer may sue to enjoin the illegal use of money by a municipal 
corporation. 

But the relation of a taxpayer of the United States to the Federal Govern- 
ment is very different. His interest in the moneys of the Treasury . . . is shared 
with millions of others; is comparatively minute and indeterminable; and the 
effect upon future taxation of any payment out of the funds so remote, fluctuat- 


ing, and uncertain, that no basis is afforded for an appeal to the preventive 
powers of a court of equity.*! 


In an able article, Professor Davis severely criticizes the Frothing- 
ham doctrine for several reasons: (1) the reasons relied upon by the 
Court are no longer true of our tax system; (2) the state courts quite 
generally, if not uniformly, follow a different doctrine; (3) nothing 
in the Constitution compels this doctrine, as shown by the Court’s 
position before the Frothingham case; and (4) in some cases it vio- 
lates the federal Administrative Procedure Act. He continues: 


The Court’s major idea that a municipal taxpayer has a larger and more 
direct stake in a municipal expenditure than a federal taxpayer has in a federal 
expenditure may have been sound in 1923 but is now contrary to the facts. 
General Motors in a recent year paid well over a billion dollars in federal 
taxes. This means that General Motors has about a two per cent stake in every 
federal expenditure. . . . 

On the ground upon which it was decided, the Frothingham case does not 
seem to stand analysis.®? 


58. Oklahoma v. Civil Service Commission, 330 U.S. 127, 143 (1947). 
59. Bradfield v. Roberts, 175 U.S. 291 (1899) ; Heim v. McCall, 239 U.S. 175 (1915). 
60. 262 U.S. 447 (1923). 61. Ibid., p. 487. 


62. Kenneth Culp Davis, “Standing to Challenge Governmental Action,” 39 Minne- 
sota Law Review 386-388 (March, 1955). 
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In a companion case, the state of Massachusetts attempted to chal- 
lenge the same law involved in the Frothingham case.** The Court 
ruled that a state may not represent the consolidated interest of its 
citizens in a suit of this kind. At the end the Court added, whether 
in explanation or justification is not clear, that over the years many 
federal statutes have appropriated money for non-federal purposes 
and such expenditures have not been challenged because no remedy 
was open for testing their constitutionality in the courts. 

If a tax is connected fairly directly with an expenditure, such as 
by earmarking, the payer of the tax may question the constitutional- 
ity of the expenditure. It was on this basis that the Butler and the 
Social Security cases came before the Court. 

The standing of a business firm to challenge a public expenditure 
which may cause it injury is not clear. The Alabama Power Com- 
pany attempted to contest federal loans and grants to municipalities 
to assist them in constructing electric distributing plans. The Court 
held that if the company’s business “. . . be curtailed or destroyed by 
the operations of the municipalities, it will be by lawful competition 
from which no legal wrong results.” The Court continued at some 
length: 

Can anyone who will suffer injurious consequences from the lawful use of 
money about to be unlawfully loaned maintain a suit to enjoin the loan? An 
affirmative answer would produce novel and startling results. And that question 
suggests another: Should the loan be consummated, may such a one sue for 
damages? If so, upon what grounds may he sue either the person making the 
loan or the person receiving it? Considered apart, the lender owes the sufferer 
no enforcible duty to refrain from making the unauthorized loan; and the 
borrower owes him no obligation to refrain from using the proceeds in any 
lawful way the borrower may choose. If such suit can be maintained, similar 
suits by innumerable persons are likewise admissible to determine whether 
money is being loaned without lawful authority for uses which, although hurtful 
to the complainants, are perfectly lawful. The supposition opens a vista of 
litigation hitherto unrevealed.®* 


The Court did not consider the effects upon private competitors 
of grants, which were also involved in these cases and which are a 
more significant form of public expenditures than are loans. 

As noted above, the Court held that the Tennessee power com- 
panies did not have standing to bring action against the TVA. In 
an earlier case the Court had allowed the owner of a cotton gin to 


63. Massachusetts v. Mellon, 262 US. 447 (1923). 


64. Alabama Power Co. v. Ickes, 302 U.S. 464, 480-81 (1938). The same question 
was considered and the same decision given in a companion case, Duke Power Co. v. 
Greenwood County, 302 US. 485. 


65. Tennessee Electric Power Co. v. TVA, 306 US. 118 (1937). 
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challenge the action of a governmental agency in granting a license 
to a competitor. Also, at a later date, the Court heard the owner of 
a radio station who wished to challenge the action of the FCC in 
granting a license to a competing station.” Still later a case arose in 
which the Secretary of the Interior and the Virginia REA Co-opera- 
tive Association wished to challenge the action of the Federal Power 
Commission in granting a license to a privately owned power com- 
pany to build a dam. The Secretary’s interest was his duty to act as 
sole marketing agent for surplus power developed at public hydro- 
electric projects; the Co-operative’s interest was its preferential posi- 
tion in buying such power. Each of these parties was interested in 
having the dam built by a federal agency, which would have required 
an increase in public expenditures. 

The circuit court of appeals held: “We are of the opinion that peti- 
tioners . . . have no standing in court. . . . Assuming, however, that 
they have such standing, we do not think they made a case entitling 
them to relief. . . .”®* On appeal, the Supreme Court decided: “We 
hold that petitioners have standing. Differences of view, however, 
preclude a single opinion of the Court as to both petitioners. It would 
not further clarification of this [question] . . . to set out the divergent 
grounds in support of standing in these cases.”® 

Based on this group of six cases, this generalization is possible: in 
three cases parties were denied standing in court to challenge govern- 
mental action which resulted in increased competition from public 
expenditures made by federal agencies, while in the other three cases 
parties were allowed standing to challenge governmental action 
which would have resulted in increased competition from private 
sources or which permitted private expenditures which displaced 
public expenditures. 

There is one final avenue, albeit a narrow one, whereby a private 
party may come into court to question a federal expenditure. If the 
expenditure requires the taking of property under the power of 
eminent domain, the owner of such property may question the legal- 
ity of the activity involved. This was the method used in the first 
housing case and in the last TVA case, mentioned above. In the for- 
mer case the property owner blocked action; in the latter, he was 
unsuccessful but in each case the courts considered the issues. 

Presumably a state could maintain action to challenge the con- 


66. Frost v. Corporation Commission, 278 U.S. 515 (1929). 

67. FCC v. Sanders Brothers Radio Station, 309 U.S. 470 (1940). 

68. U.S. v. Federal Power Commission, 191 F 2d 796, 800 (1951). 

69. Chapman v. Federal Power Commission, 345 U.S. 153, 156 (1953). 
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stitutionality of a federal expenditure which infringed the constitu- 
tional prerogatives of states. The Supreme Court has so intimated in 
several of its decisions, but there has been no case on the point. This 
obstacle can be avoided, and has been avoided in a number of fed- 
eral programs, by requiring state participation or consent before 
expenditures are made in a given state. If the state consents it is 
barred from questioning the act; if it does not consent, no expendi- 
ture is made in that state. 

In the Butler case the Court said that “. . . under our form of 
government, no other place [except the courts] is provided where the 
citizen may be heard to urge that the law fails to conform to the 
limits set upon the use of a granted power.” Under existing rulings 
it seems that even the courts are closed to a citizen who wants to 
question an expenditure unless he happens to pay an earmarked tax 
or to own property which a federal agency wishes to acquire under 
the power of eminent domain. 


CoNCLUSION 


In view of the foregoing discussion, it should be obvious that it is 
not easy to state or define the constitutional limitations on federal 
spending. There is no precise statement, no neat formula which 
can sum up the situation. Such limits as exist are indefinite, flexible, 
and often can be circumvented. There are several reasons why this 
is true. 

First, the courts in the past have by interpretation permitted a 
great expansion of activities under the enumerated powers and pre- 
sumably they will permit further expansion in the future. When a 
new activity is permitted, the right to spend for it follows automati- 
cally. 

Second, the Court has permitted spending under the general wel- 
fare clause, especially for housing and social security. As the Court 
has recognized, what constitutes action to promote the general wel- 
fare is a matter primarily for legislative determination and is a 
changing, evolving concept. It should be noted, however, that in the 
housing and Social Security cases the Court examined carefully the 
evidence upon which Congress had relied in passing the laws. So it 
may be said that the limit to spending here is a review by the courts 
to see that action by Congress is not arbitrary or capricious. 

Third, in most cases of spending it is not possible to test the con- 
stitutional issues because there is no one who has both an issue and 
the judicial status which the courts will recognize. By the Court’s 
own admission, many expenditures for non-federal purposes have 
passed unchallenged for this reason. 
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Fourth, in some cases where federal spending is prohibited be- 
cause the activity lies in the domain of the states, the same ultimate 
purpose may be accomplished by levying penalties or by inducing 
states to carry out the activity with the help of federal funds. 

In the face of all these possibilities, it is clear that the limitations 
on federal spending could not be other than complex, technical, and 
uncertain in their application. 

It may be asked, finally, how effective have the constitutional 
limitations been in restraining federal spending. Again it is impos- 
sible to answer with any precision. Over the years there have un- 
doubtedly been many members of Congress and many top leaders in 
the executive branch of the government who were deterred from pro- 
posing or from carrying through projects because it was believed 
that they were unconstitutional. Andrew Jackson’s policy of curtail- 
ing federal activities would be an outstanding example. The extent 
to which such men were restrained by specific constitutional provi- 
sions rather than by their basic political philosophy it is impossible 
to say. If, however, there were strong forces both for and against a 
proposal, a serious doubt as to its constitutionality could be the de- 
ciding factor. 

Apparently there has been no case in which the courts have, by 
interpreting the spending power, stopped a determined effort by 
Congress to carry through a major program. The Butler case and its 
aftermath show how such an effort, after a temporary delay, may go 
on to success by a change of tactics. All of this, of course, does not 
happen automatically. As Freund shows so well in his book, the fact 
that the New Deal ultimately obtained approval of nearly all of its 
major programs was due in large part to a corp of able attorneys 
who had patience, discrimination, and a high order of strategic 
ability. 

Perhaps in practice the most important limitation on federal 
spending is the power of the Court to restrain arbitrary action by 
Congress. The other constitutional limitations are likely to be un- 
certain or ineffective because the Court, from time to time, expands 
the scope of activities allowed under the enumerated powers, because 
Congress can switch from one enumerated power to another to find 
a constitutional base which the Court will approve for a given activ- 
ity, and because there may be nobody who has standing in court to 
challenge a particular expenditure. 
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RESEARCH IN THE CAPITAL AND 
SECURITIES MARKETS* 


FINANCIAL RESEARCH PROGRAM 
National Bureau of Economic Research, Inc. 


PREFACE 


In 1946 THE National Bureau of Economic Research published a re- 
port entitled Research in Securities Markets, prepared by a special 
group—the Exploratory Committee on Research in Securities Mar- 
kets'—under a grant of funds from the National Association of Se- 
curities Dealers and dealing with the need for research on the organ- 
ization and functioning of the nation’s securities markets. Since the 
publication of that report an impressive amount of research bearing 
on the securities markets has been initiated and completed. Much of 
it has focused on problems mentioned in the committee’s report, but 
studies have gone forward in other directions as well. Many different 
groups and individuals have been involved: private research organ- 
izations, business concerns and associations, colleges and universities, 
government agencies, and individual scholars. The result has been a 
striking increase in our knowledge of the capital and securities mar- 
kets. 

In early 1953 the National Bureau was presented with a unique 
and welcome opportunity to review this record of research accom- 
plishment and to consider once more the areas in which further stud- 
ies might most usefully be made. This opportunity came in the form 
of a request to the National Bureau from the Special Research Com- 
mittees of the Investment Bankers Association of America and the 
National Association of Securities Dealers to make a second explora- 

* Eprror’s Note: In 1954 the National Bureau of Economic Research, Inc., pub- 
lished a committee report entitled Research in the Capital and Securities Markets. The 
editors and Editorial Board of the American Finance Association believe that the Na- 
tional Bureau report is of sufficient importance to research in finance to warrant the 
publication of the Preface, which explains the background and organization of the 
report, and Part II, which is entitled “Proposed Areas for New Research Studies.” 
These sections of the report are reprinted here. Publication of these sections of the 
report in our Journal has been made possible by a grant from the National Association 


of Securities Dealers. See also the review of this National Bureau report in this issue 
of the Journal. 


1. Members of the committee were Neil H. Jacoby, chairman; Willis J. Winn, secre- 
tary; Jules I. Bogen, William J. Carson, James Coggeshall, Jr., Frederic W. Ecker, 
John F. Fennelly, W. Yost Fulton, Raymond W. Goldsmith, G. Wright Hoffman, 
Walter Lichtenstein, Winfield W. Riefler, Walter R. Stark, R. McLean Stewart, James 
A. Treanor, Jr., and Ralph A. Young. 
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tion of research needs. A generous grant was made to the National 
Bureau jointly by the two associations to help defray the cost of the 
undertaking, and in the summer of 1953 an Exploratory Committee 
on Research in the Capital and Securities Markets was appointed by 
the National Bureau. Willis J. Winn and Raymond W. Goldsmith 
were added to the Central Staff of the Financial Research Program 
on special assignments: Mr. Winn to make an inventory of relevant 
research completed or in progress, and Dr. Goldsmith to compile, de- 
velop, and appraise suggestions for research studies. 

The results of the committee and staff work are presented in the 
following pages. Part I is an inventory of research on the capital and 
securities markets and was prepared to assist the Committee in judg- 
ing what new studies would be most useful. It is presented here as a 
staff document with the hope that it will be useful to a wider audience 
as a reference list of recently published studies. A general comment 
on the inventory’s scope and organization will be found in the open- 
ing paragraphs of Part I. 

Part II is the Committee’s report. Its recommendations are organ- 
ized in two groups: first, those that have to do with keeping up to 
date certain especially important bodies of information that were de- 
veloped in recent investigations, and second, those that call for new 
research efforts, either to fill gaps that still remain in the program 
blocked out by the 1946 committee or to meet some problem that has 
come into prominence since that committee drafted its recommenda- 
tions. 

A few explanatory comments on the Committee’s report may be 
useful in order that its purpose shall be perfectly clear. In the first 
place, it is not presented as a compendium of suggestions for research 
in the whole area of finance. On the contrary, it is limited to studies 
of the capital and securities markets, a broad enough field in itself, 
but narrower than finance as a whole. The reader is referred to the 
limits which the Committee imposed on itself, as stated in the intro- 
ductory section of Part II. 

Second, the object was not to outline a single, integrated research 
program, the pieces of which would fit together without overlap or 
gap, and which might be undertaken simultaneously or in some indi- 
cated order. The purpose was more modest, namely to specify the 
general areas, or special subjects, on which the expenditure of re- 
search efforts seems most likely to yield useful results. To some ex- 
tent those areas are overlapping, and some overlap will be observed, 
therefore, in the Committee’s specific research suggestions, though 
it has been eliminated wherever possible. 
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Finally, it is not contemplated that the work proposed here will be 
undertaken by any single agency. As has always been the case, many 
different organizations and individuals will find the capital and se- 
curities markets an interesting field on which to focus their research 
studies. It is the National Bureau’s hope that the present volume will 
stimulate active programs of financial research in many quarters and 
that it will help to turn those efforts into lines that will yield the 
most useful results. 

It is a pleasure to acknowledge here the help which the National 
Bureau has received from many different sources in connection with 
this survey of research needs. We are most appreciative of the gen- 
erous grants from the National Association of Securities Dealers and 
the Investment Bankers Association, and of the services of the Ex- 
ploratory Committee on Research in the Capital and Securities Mar- 
kets, the members of which gave freely of their time and experience 
in putting together this list of research suggestions. As part of the 
work, the staff of the National Bureau held a number of conferences 
with groups and individuals having special knowledge of the capital 
and securities markets. These included members of the investment 
industry, academic specialists in finance, and officials of government 
agencies having special interests in this field. Several individuals 
were commissioned to write memoranda on topics of more than ordi- 
nary interest. Our appreciation to all of these friends is gratefully 
acknowledged. 

R. J. SAULNIER 


Director, Financial Research Program 


PART II 
PROPOSED AREAS FOR NEW RESEARCH STUDIES 


1. THE STRUCTURE AND PROBLEMS OF THE INVESTMENT 
BANKING AND SECURITIES BUSINESS 


There is a distinct need at this time for a clarification of how the 
investment banking and securities business functions, and for factual 
studies of certain of its problems. Research so directed would im- 
prove public understanding of an essential economic activity, would 
provide a better basis for evaluating the impact thereon of regulatory 
policy, and would improve our knowledge of trends in this sector of 
the financial system. A number of different types of studies might be 
made, of which the following seem especially promising. 
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a) A COMPREHENSIVE SURVEY OF INVESTMENT BANKING 


There is no doubt that the investment banking industry has under- 
gone fundamental changes in recent years, but there is inadequate 
knowledge of the forces that have brought these changes about, and 
an inadequate basis for judging their probable future course. A broad 
survey of investment banking facilities today—giving a full, factual 
account of their nature and how they function in originating and 
distributing securities—with a review of the changes that have oc- 
curred in them since the twenties would fill this gap. Such a survey 
would attempt also to identify the major economic forces which have 
produced structural and functional changes in investment banking. 

More specifically, a survey of contemporary investment banking 
facilities should present information on the following, though the list 
cannot be regarded as complete: 


1. The number, assets, and capital funds of investment banking 
firms and securities dealers 

2. The regional distribution of firms and offices 

3. The functions performed by different firms, including the origi- 
nation and distribution of securities, investment counseling, the ar- 
rangement of direct placements, etc. 

4. The structure and operation of facilities for the origination and 
distribution of securities 

5. The organization and operation of security syndicates 

6. The functioning of investment banking facilities in secondary 
distributions 

7. The character of the securities—type, industry, and size of 
issue—originated and distributed by firms of different types 

8. Differences among firms with respect to type of security buyer 
served, and 

9. Costs and returns in the origination and distribution of securi- 
ties, and the over-all profitability of the business 


So far as data are available, these matters should be examined for 
representative periods in the twenties and thirties as well as for one 
or more recent postwar years. Much of the material needed for the 
discussion of recent conditions would be available in reports to the 
Securities and Exchange Commission, and the study would provide 
an opportunity to employ historical and current data developed in 
connection with the recent antitrust action against certain invest- 
ment houses and in earlier hearings and investigations. Those mate- 
rials would be supplemented by data obtained on direct request from 
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investment banking firms, dealers, issuers, and institutional buyers, 
and by field interviews with them as well. Primary reliance would 
have to be placed on secondary sources of information, however, in 
building an adequate account of the structure and functioning of the 
industry before World War II. 


b) STUDIES OF SPECIAL ASPECTS OF INVESTMENT BANKING 


In addition, research should be directed to certain special aspects 
of investment banking which, while they have in a number of in- 
stances been the subject of investigation, are in need of further study. 
These include the following, though again the list might be extended: 


1. Experience with competitive bidding, examined from the view- 
points of the investment banking industry and of the issuers and the 
purchasers of securities 

2. The use of such techniques as direct (private) placements, sale 
and leaseback arrangements, and the term or capital loan as made 
by banking institutions, and their impact on conventional financing 
methods 

3. The functioning of investment banking firms in the distribution 
of certain special classes of securities such as investment company 
issues, oil royalties, issues of state and local governments (including 
the revenue obligations of special authorities), and foreign securities 
(including the obligations of the International Bank for Reconstruc- 
tion and Development), and 

4. The functioning of investment banking firms in supplying cap- 
ital for small and medium-sized firms, and the special problems in- 
volved in handling such issues 


In some cases specialized studies of this sort could be made as part 
of a comprehensive survey of investment banking, as outlined in the 
previous section. Some or all of them could be handled best, how- 
ever, as separate investigations, though a broad factual survey of the 
securities business as a whole would form a desirable and in some 
cases an indispensable basis for their development. 


c ») THE ECONOMIC ROLE OF THE SECURITIES EXCHANGES 


Fundamental changes have occurred in the economy that have had 
an important impact on the role and functioning of the securities 
exchanges. Among them are the forces which in recent years have 
tended to bring about a reduction in the concentration of income and 
wealth. These will inevitably affect, though necessarily with some 
lag, the distribution of security ownership. Important also are the 
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forces which have led to a share increase in that part of the commu- 
nity’s savings which flows into productive use through institutional 
channels. In some respects these changes are tending to broaden the 
role of the securities exchanges in the transfer of existing financial 
claims, and thereby in capital formation; in other important re- 
spects, however, they may tend to narrow it, even though at the same 
time the economy may become increasingly dependent on organized 
exchanges for the provision of liquidity through the ready transfer 
of securities. 

The effect of these trends on the exchanges can be determined only 
through carefully planned factual studies. Fortunately, much re- 
search pertinent to these problems has been completed in recent 
years, but additional effort is called for. Without attempting to give 
a detailed outline of a project which would fill research needs in this 
area, certain points to which a comprehensive study should be di- 
rected may be indicated, as follows: 


1. The types of securities currently listed for trading on the or- 
ganized exchanges, and changes in the listings in recent years 

2. The volume of trading in the aggregate and in the various types 
of securities, and the factors affecting trading activity 

3. The characteristics and, to the extent that they can be deter- 
mined, the motivations of buyers and sellers involved in different 
categories of transactions under varying market conditions 

4. The ownership composition of corporate equities: origin of 
holdings; length of time held; age, income, occupation, and other 
pertinent characteristics of individuals as holders; and 

5. The effect on the functioning of the organized exchanges of 
such broad economic trends as the tendency toward a less highly con- 
centrated distribution of income and wealth, the institutionalization 
of savings, the changing capital requirements and financing methods 
of business; and of public policies, especially in taxation and securi- 
ties regulation 


2. ANALYSES OF INVESTMENT HOLDINGS AND FLows or INVEST- 
MENT FUNDS IN THE CAPITAL AND SECURITIES MARKETS 


The study next proposed contemplates the development of a de- 
tailed set of accounts, covering at least the years since the end of 
World War II, which would show the flow of investment funds to, 
from, and among capital market institutions and would reveal shifts 
in the sources from which funds are obtained, in the particular chan- 
nels through which they flow, and in the uses to which they are put. 
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The many purposes to which such a system of accounts could be put 
are perhaps self-evident. They would provide a link between the 
broad economic movements reflected in data on national income, 
consumption and savings, and capital formation and the functioning 
of particular types of financial institutions; they would show changes 
in the share of the savings flow handled by particular types of insti- 
tutions; they would reflect changes in investment policies on the part 
of particular institutions, and of the capital market as a whole, and 
enable one to relate these to the economic factors which presumably 
affect and are affected by them. In many respects the compilation 
and analysis of this system of data is the most challenging current 
task in the field of financial research. 

The basis for such an integrated picture of investment holdings 
and of the flows of investment funds in the capital and securities 
markets is now available in the flow of funds accounts developed at 
the Board of Govenors of the Federal Reserve System, which con- 
tinue the pioneering work of Professor Morris A. Copeland. These 
accounts have now been completed for 1939 and subsequent years. 

The needs of analytical studies? suggest extensions and refine- 
ments of the data along the following lines: 


a) Supplementation of the data on net flows of funds—the pri- 
mary subject matter of the moneyflow accounts—by data on hold- 
ings of different types of securities and loans (including mortgage 
loans), wherever necessary and possible on the basis of both book 
and market values. Some data on holdings are included in the ac- 
counts, but these pertain primarily to book values of debt obliga- 
tions; information on values of equity securities is not available 
currently. 

b) Separation of the data on holdings and on flows for corporate 
bonds, preferred stocks, and common stocks; U.S. government short- 
term obligations, long-term obligations, and savings bonds; mortgage 
loans on farms, single family homes, apartment houses, and nonresi- 
dential structures; term loans to businesses, and other bank loans. 
Some of the distinctions are made in the flow of funds accounts, but 
additional work is required on others. 

c) Segregation of additional types of institutions (the “sectors” 
of the moneyflow accounts), particularly the break-up of corporate 
business into at least three subsections (electric and gas utilities, rail- 
roads, manufacturing and other), the segregation of trust depart- 


2. E.g., as in Postwar Expansion of Private Debt, Division of Research and Statis- 
tics, Board of Governors of the Federal Reserve System, mimeographed, 1953. 
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ments of commercial banks, investment companies, and holding com- 
panies, and the splitting of state and local governments. 

d) Adjustment for capital gains and other valuation changes of 
the figures for net flows, now generally derived as the difference 
between book holdings at successive dates, in order to bring them 
more closely in line with the basic concept of the net amount of 
cash supplied or absorbed as the result of transactions in securi- 
ties and loans. This can, in general, be done for total portfolios, 
but it is difficult to apply such adjustments to each type of asset. 

e) The addition, so far as possible, of figures of acquisitions (pur- 
chases) and dispositions (sales) of various types of securities and 
loans to the present data on net changes in the reported holdings of 
specified assets. In practice the improvement can probably be made 
only for a limited number of institutions and in most cases only for 
a few recent years. 


The flow of funds accounts, so enlarged and particularized, could 
be used as a basis for a systematic analysis of developments in the 
various sectors of the capital and securities markets. Such an anal- 
ysis would fuse the available statistical data on asset holdings, supply 
of funds (net or gross sales), and demand for funds (net or gross 
purchases) in the different sectors of the capital market with in- 
formation—currently available or to be collected—on interest rates 
and yields and on costs of portfolio administration, and with material 
on the investment practices of financial institutions. The goal would 
be a quantitatively founded description of the operation of the main 
sectors of the American capital market since World War II, and of 
the interrelations among sectors. 

In view of the nature of such work it would seem best to organize 
it as a single project rather than as a set of separate studies dealing 
with different aspects or sectors. The project might well consist of 
the following principal parts: 


a) An introductory discussion of the relationship between data 
on the investment holdings of capital market institutions and on the 
flow of investment funds, and such broad social accounts as national 
income statements, national balance sheets, measures of flows of 
funds, and input-output tables. 

b) A presentation of background data on the course of national 
income, savings, investment, and national wealth since the turn of 
the century, linking changes in these broad economic measures to the 
movement of investment holdings and flows since the end of World 
War II. 
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c) An analysis, for the years since World War II, of investment 
holdings and flows for the main holders of investment assets—com- 
mercial banks and savings banks, Federal Reserve Banks, life and 
property insurance companies, public and private pension and trust 
funds, investment companies, investment bankers and security deal- 
ers, credit unions, savings and loan associations, mortgage bankers, 
federal credit institutions, private nonprofit institutions, households, 
governments, and foreigners. Separate analysis should be made of 
each of the main sectors of the capital market: the markets for fed- 
eral, state, and local securities, farm mortgages, and the main types 
of nonfarm mortgages. 

d) Finally, an effort to explain the major shifts that have taken 


place in the relative importance of various investor groups and in | 


their respective policies, as evidenced by the data on balances and 
flows of investment funds. To some extent these changes may be 
traced to shifts in the sources from which savings are derived and in 
the relative importance of the different major users of investment 
funds. Changes in the framework of law and custom within which 
the investment process is conducted and of government policies 
affecting investment are also operative. However, major importance 
must probably be attributed to movements in the gross and net yields 
on different types of investments. An essential part of the investiga- 
tion, therefore, would be an analysis of the movement of interest 
rates and yields for the principal types of investments and the asso- 
ciated shifts in the investment holdings of principal investor groups. 


3. StupIEs OF SELECTED INSTITUTIONS OF THE 
CAPITAL AND SECURITIES MARKETS 


Certain selected institutions of the capital market need special 
study, both to assess their importance and probable impact on the 
savings-investment process and to show how they fit into the capital 
market as a whole. In some cases they are relatively new, which ac- 
counts for the inadequate information concerning them, but in other 
cases they are long-standing features of the capital market on which, 
for various reasons, adequate information has never been compiled. 
Three such institutions are the following: 


a) PRIVATE PENSION AND PROFIT-SHARING FUNDS 


A factual study of the growth and present functioning of private 
pension and profit-sharing funds, which now exceed $10 billion in 
amount (excluding those administered by insurance companies) and 
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are increasing at a rate of from $1 billion to $2 billion a year, is 
presently needed. Attempts have been made to collect basic data on 
the nature and magnitude of these funds, and on the methods by 
which they are administered, but further research is called for. An 
adequate study of them would provide for the following: 


(1) An account of the growth of private pension and profit-shar- 
ing funds before and since World War II, showing the number of 
funds of different types, the volume of contributions received, the 
growth of fund assets, and the extent of their coverage (i.e., number 
and distribution of participants) 

(2) An analysis of shifts in the types of assets held by pension 
and profit-sharing funds 

(3) An analysis of the gross flow of funds to and from pension 
and profit-sharing funds (i.e., of the acquisition and disposition of 
assets ) 

(4) A descriptive account of the investment policies of repre- 
sentative funds and analysis of their investment experience 

(5) A factual account of the terms and conditions on which dif- 
ferent types of funds are operated, such as eligibility provisions, 
benefits, and the relation of employer to employee contributions, 
and 

(6) An analysis of the factors influencing their long-term growth. 


Some of the factual materials essential to the completion of such 
a study could be obtained in present compilations of federal agen- 
cies, notably the Internal Revenue Service and the National Income 
Division of the Department of Commerce. In addition a project of 
the Board of Governors of the Federal Reserve System and the In- 
ternal Revenue Service, now under consideration, would provide 
benchmark data on the total assets and main types of investments 
of private pension funds for 1951. Much of the required historical 
and current information, e.g., on the composition of fund assets, on 
the investment policies and experience of various funds, and on the 
terms and conditions of fund administration, could be obtained in 
the necessary detail only by means of questionnaire surveys and 
field interviews. 

Closely allied to the above are the various stock option plans 
which many companies have adopted for key employees. It would 
be useful to ascertain the nature and magnitude of such plans, the 
extent to which the options have been exercised, the methods used 
to finance purchases, and the investor experience with stock so 
acquired. 
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5b) PUBLIC EMPLOYEE RETIREMENT FUNDS 


The retirement funds established for the payment of pensions to 
state and local government employees have been growing rapidly in 
recent years and now aggregate some $9 billion. The net addition 
to invested assets amounts to more than $1 billion a year. Material 
similar to that desired for private pensions funds should be worth 
gathering, therefore, on a comprehensive basis. 

Historically these funds were invested exclusively in federal, state, 
and local government securities; but investment provisions have 
been broadened in many cases in order to secure higher returns. 
Currently close to one-third of the amount invested is in corporate 
securities and mortgages, and this proportion seems bound to increase 
further. 

While considerable field work would be required to make a com- 
plete analysis of public retirement funds, the initial survey of the 
Municipal Finance Officers Association provides valuable basic 
information on perhaps two-thirds of the assets. Also, data are al- 
ready being gathered by the Treasury Department and the Depart- 
ment of Commerce as to the size and composition of these and other 
public funds. 


C) PERSONAL TRUST FUNDS 


Although personal trust funds are of long standing and are of con- 
siderably greater magnitude than private pension funds, with assets 
now in the neighborhood of $60 billion and an annual rate of in- 
crease of several billion dollars, there is a marked dearth of quanti- 
tative information concerning them. To be sure, the difficulties of 
filling this gap in financial information are formidable. It is prob- 
ably impractical to attempt quantitative estimates of their magnitude 
prior to 1950, though fragmentary information on that point is avail- 
able in the reports of state banking authorities. For a more recent 
date, however, it should be possible to assemble information on the 
relatively small number of large personal trust departments of com- 
mercial banks which account for a considerable fraction of the assets 
administered by all such trusts; data might also be obtained on a 
representative sample of smaller trust departments. Research under- 
taken in this area would attempt to show the following: 


1) The aggregate size of personal trust funds of different types, 
at least of those administered by financial institutions 

2) Distributions of trust assets according to type of security, 
industry, maturity, etc., and 
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3). The flow of funds through trusts as revealed by data on their 
gross acquisitions and sales of assets 


In all probability the study would have to be limited to the funds 
administered by banks and trust companies, and major reliance for 
factual materials would have to be placed on direct inquiries and 
field interviews. The possibility of obtaining information on funds 
administered by individual trustees is probably small, yet an effort 
might be made to throw some light on the relative importance and 
policies of such funds by special inquiries in a few leading financial 
centers. 


4. INVESTOR PREFERENCES, PoLiciEs, AND EXPERIENCE: 
FINANCIAL INSTITUTIONS AND INDIVIDUALS 


a) FINANCIAL INSTITUTIONS 


The availability of a study such as that suggested in 2, above, 
would make it possible to proceed directly to an examination of the 
investment policies and experience of all, or of selected, financial 
institutions in the years after World War II. Such a study would 
require data on (a) holdings of investment assets, grouped according 
to type of security, maturity, industry, and quality, by the major 
financial institutions—commercial banks, savings banks, life and 
property insurance companies, savings and loan associations, invest- 
ment compnies, pension funds, and personal trust departments—and 
(6) the flow of investment funds, probably on a net basis only, 
through these institutions. As was indicated in 2, above, some diffi- 
culty would be encountered in obtaining requisite data, particularly 
for pension funds and personal trusts, but a tolerably adequate 
account could be pieced together for the postwar years. 

With such materials in hand, research could be directed to pro- 
viding a description of the investment policies of the leading financial 
institutions, an analysis of the major factors affecting their invest- 
ment policies, and a measure and appraisal of their actual investment 
experience. The description of investment policy would be partly in 
terms of shifts in asset holdings and in net flows of funds into, and 
out of, assets of different types, but it would be important to supple- 
ment that evidence by field interviews with investment officers in 
which an effort would be made to determine the general lines of 
policy behind investment decisions. 

To a certain degree, the causes behind shifts in investment hold- 
ings are to be found in the movement of such quantitative factors 
as are known to have an effect on investment decisions: notably, in- 
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terest rates and yields, and changes in the differentials between yields 
on different types of investment; changes in the availability of cer- 
tain types of securities; changes in the costs of acquiring and of 
holding various type of investments; tax influences, and the asset 
growth and liquidity position of the investing institutions. The impor- 
tance of law and regulation, investor expectations, and so on, can be 
taken into account only qualitatively. Analyses of changing patterns 
of investment, therefore, would be partly statistical, but would also 
require extensive field investigations and interviews with officers re- 
sponsible for investment portfolio management. 

Finally, extensive primary research is needed to reveal actual in- 
vestment experience in different categories of assets. Much progress 
has been made in recent years in formulating the terms in which 
investment experience can be most usefully stated, and in measuring 
actual experience on the basis of various concepts of return. Exten- 
sive studies of experience with corporate bond and urban mortgage 
investments have been made, and a number of institutional investors 
have made careful analyses of their own experience as a guide to 
future policy. Information is fragmentary at best, however, on cer- 
tain types of assets, and relatively little material is available publicly 
on the investment experience of specific types of financial institu- 
tions. What is needed is a systematic study of investment experience, 
with reasonably full coverage of all institutions and types of assets. 


b) INDIVIDUALS 


Although progress has been made in recent years in improving our 
knowledge of the motivations, preferences, and actual behavior of 
individuals in the investment of funds in securities and other assets, 
much remains to be done in this important field. Possibly the most 
effective approach to the problem would be by studying the whole 
range of assets held by individuals—cash, bank deposits, interests in 
life insurance, retirement, and other funds, real estate, federal and 
other public securities, bonds and other debt obligations of corpora- 
tions, corporate equities, interests in unincorporated businesses, etc. 
A study of this kind, in essence an extension, on a comprehensive 
and detailed basis, of one aspect of the Survey of Consumer Finances 
conducted for the Board of Governors of the Federal Reserve System 
by the Survey Research Center of the University of Michigan, 
would require extensive field investigations, in which trained inter- 
viewers would interrogate a selection of individuals in carefully 
planned interviews designed to explore the behavior and motivations 
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of the subject. A relatively small selection of interviews would suffice 
to reveal the variety of individual behavior in these matters. On the 
other hand, a study capable of providing a basis for generalizations 
concerning the investment behavior of broad groups of individuals 
would require considerably more cases. Although the technical dif- 
ficulties involved would be formidable, the effort would seem justified 
in view of the varied and important uses to which the results could 
be put. 

The principal objectives of a study of individual investor behavior 
would be: 


1). An account of the assets held by American individuals (or 
households), covering all the major types of assets and giving break- 
downs of some—for example, of securities 

2). An explanation of the differences among individuals with 
respect to asset holdings, given in terms of the different character- 
istics of individuals—age, income, occupation, etc.—that may be 
presumed to have a bearing on the composition of individuals’ asset 
holdings; and 

3.) An analysis of the influence on the investment behavior of 
individuals of such factors as taxes, expectations as to yield and 
capital appreciation, investment advice and counsel, the investor’s 
familiarity with particular investment opportunities, his noninvestor 
connection with the obligor or issuer, and the manner in which the 
assets were acquired, i.e. whether by purchase, gift, inheritance, etc. 


5. Tue FINANCING PoLicrEs AND PREFERENCES 
or AMERICAN BUSINESS 


Although the problem of adequate financing on appropriate terms 
for American business has been one of the principal subjects of 
research interest in recent years, there are certain aspects of it still 
in need of clarification. Specific lines of study which seem promising 
include the following: 


a) ANALYSIS OF THE FLOW OF CASH FUNDS 
TO AND FROM AMERICAN BUSINESS 


The cash position of American business is constantly being aug- 
mented or depleted in response to the balance between cash inflows 
from various sources and outflows into investment and other uses. 
Cash funds are acquired from sales and from various financing 
operations, such as bank borrowings and capital market transac- 
tions, and are depleted by current payments for goods and services, 
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by investment expenditures, and by the repayment of borrowings 
or the retirement of outstanding securities. 

At least a proximate explanation of changes in cash balances may 
be derived from a comprehensive and detailed analysis of the sources 
and uses of cash funds. This would contribute significantly to an 
understanding of the factors affecting the demand for business 
credit and capital and of the relation between business financing and 
cyclical expansions and contractions. The analysis should be ex- 
tended back into the twenties if the importance of these relation- 
ships to business fluctuations is to be fully exposed, but data limita- 
tions would probably limit this effort to the area of large corpora- 
tions. 

6b) FACTORS AFFECTING THE EQUITY 
FINANCING OF BUSINESS 


During the postwar period there has been a great deal of discussion 
of the so-called equity capital problem. Much of the discussion has 
suffered, however, from lack of precise definition. To some the 
equity capital problem has meant the difficulty encountered by es- 
tablished business concerns in raising capital through the sale of 
common stocks. To others it has frequently meant the difficulty 
experienced by new business concerns in raising venture capital. 
Sometimes it has been used to describe more or less chronic prob- 
lems experienced by small and medium-sized business concerns in 
raising equity funds. Research focused on the problems which larger 
business concerns have confronted in raising capital through the sale 
of common stock would be worthwhile; parallel study of the prob- 
lems of financing small and medium-sized businesses is discussed in 
d), below. 

A study of the sources and uses of cash funds for business con- 
cerns in the postwar period, as described immediately above, would 
reveal the extent to which business capital has been obtained through 
the sale of equity securities and thus would contribute to the analysis 
of stock financing of business, but it should be supplemented by 
investigations of the special problems associated with the acquisition 
of capital through the sale of equity securities. 

The major point of interest in such studies would be the deter- 
minants of the costs of equity funds acquired through stock sale, 
which would require an analysis of the factors affecting the market 
prices of equity securities, and of changes in the importance of these 
factors under different economic and financial conditions. Specifi- 
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cally, what weight does the market assign to the earnings of a com- 
pany in placing a value on its shares, as distinct from the weight 
assigned to dividends paid out? How does the rate at which a com- 
pany’s assets are growing affect the value of its securities, and the 
ratio of a stock’s market value to its book value? Likewise, what 
importance if any does the market attribute to the capital structure 
of a firm, or to the deviation of a given financial structure from what 
may be regarded as a more appropriate one? 

The field of security valuation offers many hypotheses in this area, 
and the research suggested here would be no less important for the 
light it would throw on their validity—on the choice of factors usual- 
ly considered in security analysis, and the techniques conventionally 
used—than for the information it would afford on the problems of 
business concerns in raising equity capital. Some of the factors com- 
monly regarded as important in this connection, such as industry 
and company growth, have been mentioned above; others of a less 
readily quantifiable nature, may well be of equal importance. Among 
them are the operating policies of a concern, such as its emphasis on 
research and product development, advertising efforts, the diversity 
of its product lines, its methods of distribution, and the geographical 
scope of its markets. Not all of these possible dimensions of a firm’s 
financial ability can be expressed in quantitative terms, but to the 
extent that they can be so stated it would be interesting to measure 
their relation to the market’s valuation of the securities involved and 
thus to the ability of business concerns to raise new capital. 


c ») THE FINANCING NEEDS AND PREFERENCES 
OF AMERICAN BUSINESS 


Increasing our knowledge of how business managements make fi- 
nancial decisions, and of the response of financial management to 
changing conditions in the credit and equities markets, is important 
not only to improve the techniques of financial management but also 
because decisions and responses have an important bearing on eco- 
nomic stability. Although there has been much controversy over the 
methods by which the needed research can most fruitfully be pur- 
sued, it is unlikely that any one approach has a clear superiority over 
all others. Contributions to a better understanding of financial man- 
agement can probably be obtained by each of the leading approaches, 
namely by: (a) case studies of individual companies, involving in- 
tensive study of the financial history of representative concerns over 
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a period of years; (b) broad statistical studies of particular indus- 
tries, supplemented by field investigations of leading units of the 
industry; and (c) case studies of individual security issues followed 
from origination through distribution, with special attention to 
the factors influencing the design of the financing. 


d) THE FINANCING OF SMALL AND 
MEDIUM-SIZED BUSINESS 


Although a good deal has been written in recent years on the prob- 
lem of financing small and medium-sized business, there is insuffi- 
cient information on the actual sources of external financing for 
going concerns and newly organized enterprises in these size groups. 
The role of security issues, bank credit, trade credit, and funds ob- 
tained directly from individuals, and the interrelationships among 
these different forms of financing, should be studied. If possible, the 
information should be compiled separately for firms in different 
industries. 

Second, reasons should be sought for the indicated patterns of 
financing by small and medium-sized businesses. It would be espe- 
cially important to obtain a measure of the relative cost to business 
concerns of the different types of funds employed. 

It is far from clear how these research problems can be most 
effectively approached. Naturally, the studies that have so far been 
made, such as the surveys of financing by new enterprises undertaken 
by the Department of Commerce, should be exploited to the full. 
Additional light can be thrown on the problems by data in the Statis- 
tics of Income, by information developed in the Survey of Consumer 
Finances, and by certain items from the balance sheet and income 
accounts of unincorporated businesses prepared by the Department 
of Commerce and the Board of Governors of the Federal Reserve 
System in connection with the studies of national income and money- 
flows. It is possible, also, that some retabulation of returns filed by 
small and medium-sized enterprises with the Internal Revenue Serv- 
ice would provide useful data. Similarly, information may be avail- 
able in the federal tax returns filed by partnerships, though the tech- 
nical problems of utilizing these data appear rather forbidding. 
While all of the foregoing materials should be exploited, the most 
effective way of making progress in this area may be through field 
investigations of selected industries, in which careful case studies 
would be made of individual enterprises. 
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6. THE MARKET FOR GOVERNMENT SECURITIES: 
FEDERAL, STATE, AND LOCAL 


a) FEDERAL SECURITIES 


Considering the vast importance of federal obligations in present- 
day capital markets, relatively little attention has been devoted to 
the description and analysis of the market for them. U. S. govern- 
ment securities, which now total nearly $300 billion, far exceed in 
value the total of all corporate bonds, mortgages, and municipal 
securities. They constitute the largest single asset for many finan- 
cial institutions, and have become the principal secondary reserve of 
most sectors of the economy. Yet little is known of the character, 
size, and organization of their market, and no comprehensive study 
has been made of the investment policies of investors who hold them 
in significant amounts. Nor do we know enough about the effect of 
changes in the volume of federal securities outstanding, and in their 
prices, on other sectors of the capital and securities markets. 

Research efforts might well be directed to provide the following: 

1). An analysis of the changing importance of federal securities 
for financial institutions, for nonfinancial corporate investors, and 
for individuals 

2). A factual account of the organization and functioning of the 
market in which federal securities are distributed and traded, sup- 
ported by analyses of the composition of transactions in these secu- 
rities over selected periods and of the operations of government bond 
dealers 

3). Analyses of the investment policies of the principal holders 
of federal securities, including such matters as the extent to which 
these obligations are purchased on a residual investment basis by in- 
stitutional investors, and the practices of individuals in investing in 
U.S. savings bonds; and 

4). An analysis of the impact of changes in the amount of federal 
securities outstanding, in their yields, and in their maturity distribu- 
tion, on other obligations 


5) STATE AND LOCAL GOVERNMENT SECURITIES 


The need for research on the structure and behavior of the market 
for the obligations of state and local governments is in one sense 
even greater than for the study of federal obligations, because of 
the more pronounced lack of information on them. Furthermore, 
nonfederal government issues are growing in amount and may well 
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play a strategic role in the near-run development of the economy. 
Recent studies have thrown considerable light on the ownership dis- 
tribution of tax-exempt securities; it would be useful to study also 
the following: 


1). The volume of trading in state and local government obliga- 
tions 

2). The organization and functioning of dealers in this market 

3), The investment policies and experience of the principal holders 
of state and local securities 

4). The methods of issuing and distributing these securities, and 

5). The special problems presented by revenue and like obliga- 
tions 

7. THE Impact OF REGULATION ON THE SECURITIES MARKETS 


It would seem appropriate, after some twenty years of experience, 
to study the impact of federal laws affecting securities markets, and 
of the administration of these laws, on the securities business and 
on the investor. Research in this area would present problems quite 
different from those likely to be encountered in any one of the areas 
discussed above, and would require the collaboration of legal schol- 
ars with the economist and the financial analyst. It could be con- 
ducted either by a comprehensive survey of regulation and of its 
impact, or by a series of more narrowly defined but related studies 
on specific aspects of regulation. 

A comprehensive survey should give an account of the status of 
regulation, and should measure its impact where measurement is 
feasible. For example, what effect has regulation had on the cost 
and availability of funds for investors of different types? In what 
respects, and to what extent, have disclosure requirements aided 
investors? To what extent has regulation affected the functioning 
of brokers, dealers, investment banking houses, investment coun- 
selors, and other agencies of the securities business? Answers to 
these questions should be given, to the extent possible, in quantita- 
tive and verifiable terms. 

A long list of specific investigations having to do with the impact 
of regulation on the securities markets could be given; the following 
appear to be the leading possibilities: 


a) A study of differences in practices as between registered and 
nonregistered companies, aimed at clarifying the need, if such exists, 
for extension of federal legislation beyond its present limits 

b) Astudy of the impact of margin regulation on security trading 
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and of its effectiveness as a device for curbing inflationary or defla- 
tionary credit tendencies 

c) Case studies of competitive bidding versus negotiated trans- 
actions, aimed at showing the effects of the two procedures on the 
costs of raising capital, and 

d) A comprehensive study of state blue-sky laws, revealing their 
diversity and their movement toward uniformity, if there has been 
such a tendency, in key matters of security regulation 


8. THE RELATION OF THE CAPITAL AND SECURITIES MARKETS 
to Economic GROWTH AND STABILITY 


It would be difficult to conceive of a research undertaking more 
important than an investigation of how the capital and securities 
markets affect the growth and stability of the economy. Research in 
this area could be conducted as a single, integrated investigation, but 
some aspects of the problem would be amenable to separate study. 
In any case the primary purpose would be to show how the origina- 
tion, distribution, and sub: >quent transfer of corporate and govern- 
ment securities affect economic growth and stability and how the 
institutions engaged in these operations are, in turn, affected by long- 
term economic expansion and by short-run fluctuations in business 
conditions. Such studies would necessarily have a historical slant, 
examining the relation of capital and securities market institutions 
to the economic expansion of the twenties, to the expansion after 
World War II, and to the major and minor depressions that have 
characterized the economy since the end of World War I. 

An adequate study of this problem would fit as a capstone in the 
whole structure of research in the capital and securities markets. 
Certainly, it would depend heavily on the completion of studies such 
as those contemplated in sections 1, 2, and 4, above. Much of the 
required work would consist of testing hypotheses concerning the 
relation of capital and securities markets to economic growth and 
stability and would be essentially experimental. It is impossible, 
therefore, to indicate in advance the specific lines along which the 
investigation would move, but certain key questions can be identi- 
fied, as follows: 


a) What has been the relation, in past periods of expansion and 
contraction, between the origination and subsequent transfer of new 
security issues and other measures of economic activity? 

b) To what extent have the capital and securities markets merely 
reflected impulses making for economic expansion or contraction 
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that have originated in other sectors of the economy, and to what 
extent have forces making for cyclical fluctuations originated in the 
financial sector, specifically in the capital and securities markets, 
and been transmitted therefrom to the economy at large? 

c) In what respects do the capital and securities markets bear 
most directly and importantly on the growth of the economy, and 
how may their contribution to economic growth be maximized? 


Respectfully submitted, 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


CHURCH FINANCING BY FINANCIAL INSTITUTIONS 
IN THE UNITED STATES, 1946-52* 


CHARLES N. MILLICAN 
University of Florida 


CHURCHES IN THE United States have been engaged in a building 
boom since 1945. In view of the skepticism which arose in lending 
circles toward church loans because of unsatisfactory experiences 
with this type of lending during the depression of the 1930’s, it was 
thought important to ascertain whether lending institutions would 
continue to make church loans, and, if so, on what basis such loans 
would be granted. 

After developing some historical perspective of the financing of 
church buildings, an examination was made of the church loan ex- 
periences from 1946 to 1952 of three categories of lenders to ascer- 
tain: (1) the number and amount of loans made to churches, (2) 
the number of loans declined, (3) the use made of loans, (4) the geo- 
graphical distribution of loans, (5) the denominations to which the 
loans were made, (6) the number of defaults, (7) the contract terms, 
and (8) the factors influencing lenders’ decisions to make church 
loans. Three separate surveys were made of banks, life insurance 
companies, and savings and loan associations throughout the United 
States. 

The data supplied by responding firms indicated that all three 
groups of firms had made a large number and amount of loans to 
churches during the survey period. About one-half of the responding 
banks and about one-third of the responding life insurance companies 
and savings and loan associations had made loans to churches. A 
large percentage of the firms in all three categories, which did not 
make church loans, revealed that they had simply received no re- 
quests for this type of lending. The analysis also demonstrated that 
a majority of loans approved by insurance companies were on long- 
term contracts; a majority of those granted by savings and loan asso- 


*A dissertation completed at the University of Florida in 1954. 
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ciations were on intermediate-term contracts; while those made by 
banks were about equally divided between short-term and intermedi- 
ate-term maturities. Another important finding was the fact that life 
insurance companies were generally more selective in making church 
loans than either of the other two groups of firms. The selectivity 
appears to have been based on the quality of the particular loan i 
rather than discrimination against any particular denomination. : 

As a result of this study, there are two general conclusions con- ; 
cerning loans to churches which should be emphasized. First, church 
loans are unique, that is, they are quite different from ordinary busi- 
ness loans. Such a distinction is not due to any one feature of church 
loans, but it is the result of the following combination of factors: 
(1) With the exception of residential loans the property which is 
generally offered for security is very highly specialized, that is, it 
can in most cases be used only by a church. (2) A church is a non- 
profit organization. (3) The problem of public relations is more 
complex in a church loan than in an ordinary business loan. This is 
due in part to the important role played by ethical and emotional 
factors in the consideration of a church loan application in addition 
of to an objective evaluation based only on financial principles. Second, 
X- the borrowing of funds to finance the construction of church build- 
r- ings represents an important change in the relation of church to 
) society. Although this is not a phenomenon exclusive to the United 
0- States in the first half of the twentieth century, it appears that this 
ie is only the second time in the history of the Christian church that 
S, this method of financing church building has been widely used. 
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ECONOMIC ISSUES IN TEMPORARY 
DISABILITY INSURANCE* 


MonroE NEWMAN 
Association of Casualty and Surety Companies 


FouR STATES HAVE PASSED temporary disability insurance laws 
which compensate workers for part of the wage loss which results 
from illness or accident which is of a non-occupational nature. Each 
year bills providing for this form of social insurance are introduced 
in the legislatures of some states and there have been sporadic at- 
tempts to incorporate the idea into federal legislation applicable to 
all employed workers. 

The disputes, sometimes acrimonious, which the introduction of 
each bill initiates, tend to be on two different levels. Generally, on 
one level there is dispute over the necessity for such legislation, with 
industry representatives in general and insurance industry repre- 
sentatives in particular holding such a law to be unnecessary and 
undesirable. Labor unions take the opposite position, supported ex- 
plicitly or implicitly by the Bureau of Employment Security of the 
Department of Labor and by the Social Security Administration. On 
another level, the dispute centers upon the type of program to be 
initiated. In this area of dispute, labor unions and the federal agen- 
cies mentioned tend to favor a modeling after OASI and unemploy- 
ment compensation, i.e., a state fund which will be the sole writer of 
the coverage, while industry spokesmen tend to favor a law which 
permits only competitive insurance carriers to write the insurance. 

Of the four states with temporary disability insurance, Rhode 
Island offers an example of the operation of the monopolistic state 
fund the unions desire, New York offers an example of operation 
with only competitive carriers, and California and New Jersey have 
systems which are a compromise between the two. The laws of these 
latter two states provide that if an employer takes no action, he is 
covered by a state fund, but if he elects to do so he may obtain the 
necessary insurance from a private insurance company. Since we do 
have experience with alternative methods of providing temporary 
disability insurance, this dissertation had as its first goal a compara- 


* A dissertation completed at the University of Illinois in 1954. 
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tive evaluation of the operating experience of the three alternatives 
with an eye to establishing or disproving the thirty-odd charges and 
claims which are generally made. 

It was found that on the basis of statistical evidence, most of the 
supposed disadvantages of all of the alternatives find no basis in 
experience, but that a monopolistic state fund offers one economic 
advantage which the other alternatives cannot match. Under a 
monopolistic state fund, a considerably smaller percentage of each 
premium dollar goes for the payment of administrative expenses and, 
contrariwise, a larger percentage of each premium dollar is available 
for benefit payments. 

The dissertation also considered the question of the desirability 
and necessity for this coverage, which generally compensates only 
up to a maximum of twenty-six weeks of disability, and it reached 
the conclusion that it might be wiser if we first addressed ourselves 
to the problem of income loss from disabilities which last longer than 
half a year. 
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OPEN MARKET OPERATIONS, THE RATE OF INTER- 
EST, AND THE PRICE LEVEL: AN ESSAY IN THE 
PURE THEORY OF INTEREST AND MONEY* 


GrorcE HorwicH 
Indiana University 


THIS PAPER is a description of the general dynamic response of the 
economy to a change in the quantity of money. Most of the essay is 
devoted to the analysis of an open market operation by the central 
bank—under conditions of full employment, flexible prices, a single 
rate of interest, and an interest-elastic demand for money. In later 
sections, additional kinds of monetary disturbances are considered, 
and each of the given assumptions is in turn relaxed. However, the 
analytical framework emerging from the description of bank action 
is perfectly general, and can be applied to the other cases, and under 
other circumstances, with only minor qualification. 

Starting with an open market purchase by the central bank, we 
can expect that mainly old securities will be purchased, so that most 
of the new money so introduced is initially hoarded. At the same 
time, the purchase is executed by bidding up security prices, so that 
the effective rate of interest has been reduced. The analysis must 
now answer two questions: (1) How does the new money enter the 
income stream? (2) What are the dynamic forces driving the interest 
rate back to its pre-operation level? 

The entire answer to the first question and much of the answer to 
the second one are provided by the “transfer effect.”” The lower rate 
of interest following the operation stimulates the demand for invest- 
ment funds, the higher demand taking the form of an increase in the 
supply of new securities. Since saving (as a demand for securities) 
does not rise equally, these additional new issues tend to fall in price. 
This, in turn, induces asset holders to replace old securities with new 
ones as part of an arbitrage operation aimed at equalizing their 
prices. But what is significant for the price level is that payment is 
made with idle funds, which are thereby transferred to entrepreneurs 
and activated. At the same time, the rise in total security supply 
tends to raise the rate of interest. 


* A dissertation completed at the University of Chicago in 1954, 
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Later, the rise in commodity prices, due to the increase in active 
money, lowers the real value of the cash portion of wealth. Since 
aggregate asset demand is derived from wealth, the demand for cash 
and/or securities must drop. If the demand for money does not fall 
by the full loss of real balances, we have a net movement out of 
securities into cash, and another upward tendency in the interest 
rate. This is the “wealth effect.” 

At all stages of the dynamic process, the analysis is seriously con- 
cerned with the necessary dependence of asset demand on wealth. 
Some unexpected results for interest and price-level theory emerge 
through this much neglected relationship. The paper also demon- 
strates the necessity of forced saving as a consequence of an expan- 
sion of bank credit or investment. 

The main general points of emphasis are (1) the overwhelming 
importance of the quantity of money in any income theory; and 
(2) the direct impact of saving and investment on the rate of interest 
—even in a money market containing a substantial stock of old 
securities. Both of these propositions are overlooked or denied by 
Keynesians to the detriment of their income and interest theory. 
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HOW THE UNITED STATES FINANCED 
WORLD WAR I* 


CHARLES GILBERT 
New York University 


THIS STUDY PRESENTS a total picture of the methods used in financ- 
ing World War I and the effects of the financing on the general econ- 
omy and the banking system. In addition to the economic aspects of 
war finance some attention is also given to the political and psycho- 
logical limitations of financing a war by a democratic state. 

Between the outbreak of the war in 1914 and its entry by the 
United States in April, 1917, the American economy went through 
an initial panic followed by a recovery period. Initial effects included 
a severe decline in exports, a drop in industrial production, a money 
panic, and a serious unemployment increase. This initial phase gave 
way to recovery as European war orders came pouring in, so that by 
April, 1917, production was far above that of 1914. 

With the entrance of the United States into the conflict the prob- 
lem of war finance overshadowed all other Treasury problems. 
Secretary McAdoo at first desired to finance 50 per cent of the costs 
of the war by taxation but soon reduced this figure to one-third. If 
the years 1917-20 are considered war years, 36 per cent of the war 
costs were financed through taxes with the remaining 64 per cent by 
borrowing. 

The war taxation program drastically changed the structure of 
American tax policy. Taxes on incomes and profits took precedence 
over all other types of tax revenue, increasing from 16 per cent in 
1916 to 59 per cent of total revenues during the war period. Excise 
taxes declined from 48 per cent to 21 per cent, and customs duties 
declined from 27 per cent to 54 per cent. Taxes were politically and 
psychologically difficult to impose. In addition to the reluctance of 
Congress to tax their constituents, there were the incessant demands 
of pressure groups for tax relief, several of them suggesting a per 
capita tax on dogs rather than one on business as a method of war 
finance. 

The war borrowing program was characterized by three tech- 
niques: (1) low interest rates on government debt, (2) dependence 


* A dissertation completed at New York University in 1953. 
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of the Treasury on the banking system, and (3) an excessive amount 
of short-term debt. The insistance of the Treasury on low-interest 
rates caused the war bonds to sell below par in the market during 
most of the war period, forcing the Treasury to rely more and more 
on the banking system for purchases of new issues. As the war pro- 
gressed a larger share of the debt was composed of shorter-term 
issues. In 1920 only 66.9 per cent of the debt was in maturities of 
five or more years as against 86.2 per cent in 1917. 

The interest rates on the war bonds rose from 34 per cent on the 
first issue to 43 per cent on the Victory issue but always below the 
market rate. Because of this some tax exemption features were con- 
tained in all the issues, contrary to the Treasury’s original intention. 

So far as prices, productivity, and production were concerned, the 
economic impact of World War I was experienced in two stages. 
Starting from a period when there were unemployed resources in July, 
1914, these resources were almost fully utilized by April, 1917, so 
that after the entry of the United States into the war it became neces- 
sary to shift resources from civilian to war production. With no in- 
crease in productivity and production, and with an increasing ratio 
of war production to civilian production, the war burden was borne 
almost completely by a sacrifice of consumption by the civilian popu- 
lation. Up to the entry of the United States into the war there was 
a relatively greater increase in production than in prices, but after 
April, 1917, there was little increase in production and a large rise in 
prices. 

The problem of war finance seems to involve a dual inconsistency. 
The Treasury, through taxes or borrowing, must get the funds from 
those who have them—the upper income groups and the banking 
system. At the same time the program should make the shift of 
resources from non-war to war production as painless as possible by 
keeping a tight control over the money supply and of consumption. 
This involves a transfer of purchasing power from the lower income 
groups to the government. Economic policy dictates a greater empha- 
sis on the latter policy, but expediency dictates the former, and war 
finance has been, in this respect, a victory of expediency over eco- 
nomics. 
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THE FEDERAL DEBT AND ECONOMIC 
ACTIVITY, 1800—1950* 


Donor M. Lion 
Robert M. Nathan Associates, Inc. 


OBJECTIVES 


To describe the salient features of the federal debt over the period 
1800-1950; to analyze the impact of the debt on a variety of major 
aspects of economic activity, e.g., economic fluctuations (Kondratieff 
Waves, building cycles, annual fluctuations), money supply, prices, 
wealth, and the level and distribution of income; and to evaluate the 
role of debt policy in monetary-fiscal operations. 


SoME FINDINGS 


Six periods of debt retirement and six of debt expansion were 
delineated. Each period of expansion was associated in some measure 
with war. Retirement, where significant, was for the most part fortui- 
tous and unplanned. 

During the nineteenth century, whatever the periodic changes in 
the debt, the rate of growth of (money) income did not vary signifi- 
cantly. With the exception of the 1930’s, the rate of growth of income 
during the twentieth century, however, generally was noticeably 
higher during periods of rising debt than during eras of debt decline. 

Debt retirement characterized the Kondratieff downswings and 
the peaceful years of the Kondratieff upswings in the nineteenth 
century; in this century retirement was noted during the Kondratieff 
downswing of the 1920’s but not, of course, in the 1930’s. In statisti- 
cal contrast, debt retirement often occurred during building-cycle 
upswings while debt expansion often featured building downswings. 
Analytically, such developments were consistent, however; debt ex- 
pansion during Kondratieff upswings was often associated with war 
and, consequently with a marked decline in building activity. Follow- 
ing wars, the debt usually was reduced and extended upturns in con- 
struction also occurred. 

In only a few periods did the debt exercise a significant influence 
on the money supply. The money supply expanded practically un- 


* A dissertation completed at Harvard University in 1954. 
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interruptedly whether the debt rose or fell. With the exception of the 
period 1867 to 1893 when debt operations (including shifts in debt 
ownership) were found to have operated to reduce demand deposits 
by about $800 million, occasions where debt movements substantially 
affected money supply were confined to periods of debt expansion. 
During periods of debt redemption, increases in the money supply 
were traced to expansion in commercial credit and growth in state 
and local credit. The contractionist effect of debt redemption also 
was blunted by the fact that in many instances redemption was large- 
ly carried out in the non-bank sector. 

Over the entire period, the transfer process associated with the 
debt moved strongly against the upper-income groups. In the middle 
1940’s, the redistributive effect of the debt was negligible. In con- 
trast, it appeared that the transfer process tended to be regressive in 
1950 (though probably not substantially). 

Issue was taken with the contention that stability in the pattern 
of debt ownership should always be a primary goal of debt manage- 
ment. Instead, a policy of “controlled shifts” was advocated. Condi- 
tions were outlined where controlled alterations in the pattern of 
debt distribution would aid in maintaining stability and encouraging 
growth in the economy. 
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NON-PROPERTY TAXES AS SOURCES 
OF LOCAL REVENUE* 


FREDERICK D. STOCKER 
United States Department of Agriculture 


SINCE THE CLOSE of World War II, local governments in general 
have been hard pressed for revenue. Ever increasing costs have, in 
many areas, pushed property taxes and state aid, the two principal 
sources of revenue to local subdivisions, to the extent of their legal, 
economic, or political limits. The pressures thus built up have often 
found their outlet in locally levied and collected taxes on bases other 
than property. Among the non-property taxes levied by local juris- 
dictions, the most important are those on retail sales, earned incomes, 
business gross receipts, and admissions. Other noteworthy levies are 
on deed transfers, automobile use, hotel room occupancy, and con- 
sumers’ utility bills. 

An examination of the experience of those communities that have 
levied non-property taxes leads to several generalized conclusions. 
First, the administrative barrier to local taxation of bases other than 
property has not proved insuperable. Except among the smaller cities 
taxing earned incomes or retail sales, the former in Pennsylvania, 
the latter in California, the administrative experience of local govern- 
ments with these taxes appears generally to have been successful. 

Second, the deterrent effects of most non-property taxes are less 
significant than is usually charged. The economic impact of local ad- 
missions, sales, and income taxes has been minor. That this is true is 
doubtless attributable in part to the generally low rates of such 
taxes. It should be noted, however, that sizable increases in the rates 
of any of these imposts might well give rise to economic deterrents. 

Third, compliance costs are often heavy in relation to the amount 
of payment. Under the earned income tax, for example, a heavy 
burden rests on the employer, who must withhold the local payment 
from wages of his employees. The problem has been particularly 
serious in certain parts of Pennsylvania where income taxes have 
been imposed by dozens of neighboring jurisdictions. 

The yields of non-property taxes have often been sizable. Some, 
of course, contribute little more than a nominal revenue. Income and 


* A dissertation completed at Cornell University in 1952. 
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sales taxes, on the other hand, are especially productive. Moreover, 
the distribution of the burden of sales and income taxes does not 
appear, on the basis of available evidence, to be greatly regressive 
and is probably less regressive than is the property tax. 

To the broad question of the appropriate role of non-property 
taxes in the local tax structure, no definitive answer is attempted. In 
some respects the non-property tax movement may be regarded as a 
desirable innovation; in others it appears to be a step backward. The 
final evaluation of non-property taxes must be a comparative one, 
taking into account not only the advantages and disadvantages of a 
broadened local tax base, but also the merits and shortcomings of 
the principal alternative sources of revenue, namely, grants-in-aid, 
heavier property taxation, or a transfer of functions to state and 
federal governments. The principal contribution, therefore, of an © 
analysis of local non-property taxes lies in illuminating one of sev- 
eral possible approaches to the local revenue probem. 
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THE THEORY, CONSTRUCTION, AND USES 
OF FLEXIBLE BUDGETS* 


GLENN A. WELSCH 
University of Texas 


THIS DISSERTATION deals with the general problem of flexible 
budgets in industrial situations. The problem has two broad aspects: 
first, the application of flexible budgets in a comprehensive budget- 
ary program, and second, the relationship of flexible budgets to 
standard costs. Flexible budgets are dynamic cost or expense budgets 
expressing the effect of volume on costs and expenses. 

The study is somewhat comprehensive and exploratory in order 
to bring together for analysis, comparison, and appraisal, the various 
concepts, methodologies, and applications of flexible budgets. 

Consideration of the general problem necessitated study of cer- 
tain specific problems, viz.: 

1. Consideration and analysis of the underlying theory of flexible 
budgets—the principle of flexibility of costs. 

2. Methods and mathematical aspects of the derivation and 
formal construction of flexible budgets. 

3. Application of flexible budgets with the fixed-forecast budget. 

4. Application of flexible budgets with standard costs. 

5. Managerial uses of flexible budgets. 

6. The interrelationship of flexible budgets and break-even 
analysis. 

The procedure involved a complete survey of current literature in 
order to determine the latest reported techniques, methods, and uses. 
The results of this aspect of the research are explained and illus- 
trated to bring out the pertinent characteristics and interrelation- 
ships noted. This phase of the research was supplemented by field 
research conducted among industrial establishments to determine 
to what extent the reported techniques and applications are being 
used.’ 

The results of the study point up the significant fact that in most 
cases flexible expense budgets are being used to supplement rather 


* A dissertation completed at the University of Texas in 1952. 


1. See NACA Bulletin (May, 1953), p. 1182 for a report on one of the outstanding 
applications observed. 
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than replace the fixed-forecast type of industrial budget. Flexible 

budgets are frequently prepared covering administrative, distribu- ; 
tion, and manufacturing costs. These budgets are used to provide ; 
(1) cost side data for the forecast or planning budget, (2) cost data 

for break-even analysis, and (3) budgetary allowances essential for 

dynamic cost control. From the cost control point of view flexible 

budgets make possible a meaningful analysis of standard cost varia- 

tions as well as meaningful expense variations in budgetary cost con- 

trol through identification of the volume differential. 


¥ The study points up a number of approaches to the determination 
: of the cost variability. The extensive use of statistical analyses of 
A historical cost data such as the “method of least squares” in order . 
" of estimate cost variability is reported and illustrated. Considera- i: 
tion is given to the several methods of standard cost variation analy- — : 
‘ sis based on flexible budgets. 
“ The study further points up the actual increase in managerial 7 
efficiency that is possible through budgeting in general, and espe- 66 
cially the effectiveness of a dynamic cost control program. The con- . 
clusion is that a comprehensive budgetary program, utilizing flexible 
. budgets where needed, having the full support and understanding of 
top management, constitutes one of the most useful tools available 
d for successful management of an enterprise. 
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LAND DEVELOPMENT-VALUE PROBLEMS AND THE 
TOWN AND COUNTRY PLANNING ACT OF 1947* 


GrorcE G. SAusE, Jr. 
Lafayette College 


SINCE 1909, LAND UsE in Great Britain has been subjected to increas- 
ing government controls which are designed to insure that it makes 
the maximum contribution to public welfare. The Town and Coun- 
try Planning Act of 1947 is the latest and most ambitious attempt to 
achieve this goal. 

Government restrictions on the use of land cause its value to be 
lower in certain areas than would be the case in the absence of those 
restrictions, while in other sections land rises in value as the demand 
for building space shifts to new areas. Prior to 1947 compensation 
was paid to those whose land depreciated and an attempt was made 
to levy on the increased value of land which benefited from govern- 
ment action. Inability to isolate this “betterment,” that is, the por- 
tion of land value created by government action, led to the failure of 
this attempt. The cost of compensation to local governments, how- 
ever, prevented the planning authorities from exercising adequate 
control of the land within their jurisdiction. 

The Act of 1947 has made town and country planning compulsory 
for local government units and has given the national government 
power to direct the type of planning that takes place. It has, by a 
system of grants-in-aid, increased the municipalities’ ability to pur- 
chase and develop areas that require comprehensive redevelopment. 
As a result, every local unit has prepared a plan for the future use 
of its land. 

One of the most interesting features of the Act, however, is its 
attempt to solve the compensation-betterment problem. By the Act’s 
provision, no land may be developed without permission of the local 
planning authorities. Thus, the government has acquired the right to 
develop land, and hence its development value. Compensation for the 
loss of the development value was to be paid in a lump sum, thus 
freeing local planning authorities from all future claims. 

These payments were to be limited to £300,000,000 because of a 
belief that much development value was of a speculative nature. Ex- 


* A dissertation completed at Columbia University in 1952. 
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perience shows that much land with possibilities of development 
remains undeveloped. If each parcel of land were handled separately 
and its development value paid in full, every owner would claim his 
land would have been chosen for development and payment would 
be made to many whose development values would never have been 
realized. 

This speculative factor was discounted by setting a limit on the 
compensation fund. This limit would also have resulted in each 
claimant receiving less than the full value of his claim. 

Private landowners were not to gain if the government permitted 
them to develop their land. When permission to develop was granted, 
a development charge was to be levied. This was a payment to the 
government which was to equal the increase in the value of the land 
which resulted from the grant of permission. Thus, the development 
rights which the government now owned were sold back to the land- 
owners whenever development was permitted. 

Since the ownership of land no longer included the right to de- 
velop, all land was reduced to its existing use value. By this method, 
the old problem of the shifting development value of land was elimi- 
nated since all development rights, and so development values, were 
owned by one institution—the government. 

Critics of the system claimed the development charges were dis- 
couraging building, but were hampered in proving their charge by 
the material shortage which existed when the Act went into effect. 
When these shortages were overcome, the government amended the 
Act abolishing the development charges. 

The compensation feature was criticized because of its failure to 
pay each claim in full and because of the heavy drain on the treasury. 
All compensation claims for development rights were to be paid at 
once, although much land would not be ready for development for 
many years. This feature has been amended. Compensation is not to 
be paid until the value of land is actually reduced by a refusal to 
permit development, at which time claims are to be paid in full. 
These amendments indicate that the attempt to solve the compensa- 
tion-betterment problem has failed. 
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BOOK REVIEWS 


Business Finance 


Shareholder Democracy: A Broader Outlook for Corporations. By Franx D. 
EMERSON and FRANKLIN C. LatcHam. Cleveland, Ohio: Western Reserve 
University, 1954. Pp. xiii+ 242. $4.00. 


This book is the product of a comprehensive study of the relationship be- 
tween shareholders and the publicly held business firm, written by two lawyers 
who evidence a very strong interest in promoting means by which the stock- 
holder can play a greater part in the policy-decision making in the typical man- 
agement-controlled corporation. 

With the flurry of proxy contests which have made news in recent years, the 
arrival of a new and definitive text on the subject is very welcome. The early 
chapters are devoted to historical background indicating the reasoning behind 
the need for proxy balloting and the controls which have been developed by the 
SEC since 1934. The authors’ feeling that “impressive evidence that a start has 
already been made to turning the tide of stockholder inertia and ignorance” is 
the hopeful key on which they take off on an exposition of the effects of the 
SEC regulations up to the present. 

The opinion is voiced that SEC proxy rules have contributed to more equi- 
table treatment of both management and contenders for corporate offices, and 
for the independent shareholders who, though not interested in control of the 
corporation, intend to fight for their principles rather than sell out. It is made 
clear that although the voting standards are far from perfect at this time, they 
are more equitable than in cases where the SEC proxy rules do not prevail. 

The importance of the proxy statement and restrictions on its use under 
SEC rules is emphasized. In a large measure the proxy regulation takes to the 
shareholders the meetings that they can rarely hope to attend. Further em- 
phasis is placed on the need for effective discussion and the exchange of ideas 
which are encouraged through the stockholder proposal rules. An excellent 
chapter is devoted to the rights of individual shareholders desiring to introduce 
proxy proposals. Proxy switching after a meeting has actually begun is dis- 
cussed at some length and the authors propose that personal solicitation of 
this sort be prohibited. The final chapter is devoted to the thesis that the future 
of corporate democracy—and, indeed, our system of democratic capitalism— 
depends on the proxy contest. 

Certain weaknesses in the present proxy regulations are pointed out. The 
authors stress the need for further amendments to the present regulations to 
promote shareholder democracy. For example, they would make the proxy 
fraud rule fully applicable to annual reports mailed to shareholders; make pro- 
vision for the reimbursement of non-management soliciting groups; permit share- 
holders to nominate candidates for directorship through the medium of the 
management proxy statement; eliminate the discretionary voting of unmarked 
proxies; and, importantly, to expand the rules to cover unlisted as well as listed 
securities. 
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An excellent exposition of case studies in proxy battle situations is sum- 
marized neatly by the conclusion that “it is probably now correct to state that 
an outside group can only win a proxy contest where there has been some very 
serious management errors or abuses.” A firm declaration that “more vigorous 
shareholder participation with management is the goal which is most in keeping 
with the democratic traditions of our society,” keynotes the forward-looking 
attitude portrayed. 

Much of this book is a must for all those who take a keen interest in proxy 
contests. Managers, contenders, and shareholders alike are told what they can 
and cannot do with the proxy. This volume has additional value to the serious 
study of corporate control in the very detailed case citations and source delinea- 
tions which the authors have suggested may aid in further detailed study of 
the problem. The mass citation of regulations, cases, etc., may be, however, a 
serious deterrent to all but the very patient reader. The volume is replete with 
legal citations and phraseology to the point that the less serious reader is most 
apt to abandon the attempt at wading through its facts and figures. It would 
also appear helpful to the reader if the more important footnotes were either 
woven into the continuity of the presentation or at least presented page by 
page rather than being amassed as thirty pages of notes near the end of the 
volume. 

Georce T. Harris 
University of Omaha 


Le Profit des Grandes Enterprises Américaines. By Hans Stavs. Paris: Armand 
Colin, 1954. Pp. 151. 


This little book is sponsored by the Centre d’Etudes Economiques, a group 
organized in 1951 with a distinguished list of directors, for the purpose of fur- 
thering research in economics. Studies so far published under its auspices have 
included, for the United States, price movements, monopoly in the moving pic- 
ture industry, and social stratification; for Belgium, workers’ salaries; for Great 
Britain, miners’ unions; and for France, various sectors of the economy. 

The purpose of this monograph is to summarize for European readers the stud- 
ies which have been made of the relation between business size and business 
profits. Since most of these have dealt with firms in the United States, this 
amounts to a survey of the American literature on the subject, although the ex- 
tensive bibliography includes many works in French and German, and one in 
Italian, on peripheral subjects. 

The author’s inexperience in dealing with American institutions occasionally 
leads him astray. He declares, for example, that banks are not large holders of 
stocks, but that they vote the stock of small shareholders, without realizing that 
American commercial banks are not permitted under ordinary circumstances to 
own industrial stocks. In stating that corporation reports are not verified either 
by public authorities or by stockholders, he ignores the role of the Securities and 
Exchange Commission in the issue of new stocks, of the Internal Revenue Serv- 
ice, and of the certified public accountants who present audited reports to the 
stockholders. He is mistaken also in believing that because there is no federal 
regulation of insurance companies, they operate in an atmosphere “of pure laissez- 
faire.” 
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It is on the whole a conscientious job of bringing together the more important 
attempts to study the relation of size to profit in business. The accomplishments 
and the pitfalls are recorded, with no claim to originality. Foreign readers for 
whom the original studies are not easily accessible should find the volume useful. 


Marcaret G. Myers 
Vassar College 


Consumer Finance 


Mobile Homes: The Growth and Business Practices of the Industry. By Tavtor 
W. ME oan. Homewood, IIl.: Irwin, 1954. Pp. xi+143. $3.50. 


The text of this study divides into three parts. The first is a brief review of 
the mobile home industry which is scarcely more than a quarter of a century old. 
The change from the first crude home-built or bespoken models which served 
the desperate need for cheap housing during the depression years, or were at 
best largely an improvement on tents for weekend or vacation trips, to the 
rather elaborate models now available reflects parallel changes and improve- 
ments in permanent housing and automobiles. In the postwar period the quality 
has improved and the number of manufacturers doubled. It is difficult, how- 
ever, to assess with certainty the place of the mobile home in a market char- 
acterized by a marked shortage of acceptable housing, rising costs, and changing 
family habits and attitudes. 

The second and most valuable part of the study considers the problems of 
manufacturing, marketing, and financing. At best, the clientele for the industry 
is limited. Migratory workers account for 63 per cent of the sales, with military 
personnel constituting another 20 per cent of the purchasers. The industry is 
apparently passing through the same stages as characterized the early years of 
the automobile industry. The rather limited financial strength of the manu- 
facturers leads to production problems and costs which have delayed the mass 
production of trailers. There is no well-defined wholesale marketing service. 
The lack of a well-established sales promotion program for the industry no 
doubt retards the growth of demand. 

Dealer floor loans are limited by general practice to 80 per cent of invoice 
and are subject to liquidation within 150 days. The industry suffers from the 
fact that trailer paper when sold is subject to a 6 per cent discount penalty 
despite the very satisfactory experience record which instalment sales contracts 
have demonstrated. The buyer’s problem when trading is further complicated 
by the high depreciation factor which is said to be from 50 to 60 per cent of 
the retail price for the first year. Trailer paper carries terms of from 24 to 60 
months. This reflects in degree the increasing price ticket attached to recent 
models. It is also a necessary and realistic approach to the fact that mobile 
homes are in the nature of permanent residences for many of the buyers, and 
reflects the limited purchasing power of the market. 

The final part of the book discusses regulatory restrictions on the use of 
mobile homes and offers conclusions and opinions as to the future of the in- 
dustry. Dr. Meloan believes that there will be a limited but reasonably steady 
market for mobile homes for the foreseeable future. The book is brief, com- 
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prehensive, and easily read. It should readily serve as collateral reading, as 
a basic aid in case studies, and as a useful tool for an understanding of the 
industry and its problems. It is, in short, a welcome addition to the literature. 


Emit LEFFLER 
Albion College 


Financing the Instalment Purchases of the American Family. By Ciype W. 
PHELPS, 1954. Pp. 105. 


This is a monograph developed around ten chapters of approximately ten 
pages each. It is very lucidly written and because the pages are small with nor- 
mal-size type, the entire booklet can be read in a very short space of time. An 
unusually large number of footnote references for a work of this type slows the 
reader’s progress somewhat. 

This reviewer found it difficult to accept the title as fairly representative of 
the subject covered. A more appropriate title would have been something like 
“The Activities and Economic Justification of Sales Finance Companies.” And 
even with this an added parenthetical statement would be appropriate to the 
effect that special reference is given to the operations of the large national 
companies. 

Accepting this change of title, the booklet still cannot in any sense be con- 
sidered a definitive treatment of the subject. In fact, the author makes no pre- 
tense of such. Its collateral reading in connection with beginning courses in 
consumer credit, money and banking, and consumer economics would be help- 
ful but only in a partial or limited sense. Additional material on the same 
subject would be called for. This reviewer feels that more detailed discussion 
of the operations of the sales finance companies could have been accomplished 
without sacrifice of readability. Such things as floor planning, use of standard 
rate charts, dealer relationships in general, and methods of company financing 
are cases in point and more frequent reference to operations of local and re- 
gional company operations for illustrative purposes would have been desirable. 

Some readers will take very heated exception to the rather cavalier and one- 
sided approach taken by the author. He anticipates this in a very quaint passage 
beginning on page 12 as follows: “A spirit of inquiry marked by hostility to- 
ward capitalism and all of its works is not, of course, confined to historians. It 
characterizes a substantial body of intellectuals in other fields. Consequently, 
to avoid imputations of bias or ex parte treatment, accepted procedure in 
handling such subjects as American living standards, private enterprise, or in- 
stalment buying is to damn with only faint praise. A caveat is, thus, in order 
in the case of a treatment which is positive rather than negative and may appear 
to praise with only faint damns, thereby seeming to violate an established 
convention.” 

Unfortunately, this reviewer fears, the particular application of this approach 
by the author will have the effect at times of suggesting to a person unfamiliar 
with the field that the author is an apologist for an industry on the defensive. 
Such would be a most misleading and unfortunate connotation. But there is 
nonetheless the danger of having damned ‘through insufficient damns. 

At the same time, the book’s greatest contribution probably is derived some- 
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what from this very same approach. Chapters iv, v, and vi dealing with the 
economic justification of instalment sale credit from the individual consumer 
standpoint are distinctly valuable. The material contained in them is more 
thorough than we generally find on the particular subject, and the unqualified 
approach gives a fresh and much needed balance to the frequent cumbersome 
and self-righteous attempts to decry the use of instalment sale credit by con- 
sumers. 

To the extent that the author establishes this sympathy for the use of in- 
stalment sale credit as one of his objectives he succeeds admirably. But he is 
overly ambitious in suggesting on page 39 still another purpose, namely, to 
“indicate important aspects of financing which the consumer should understand, 
look for, and check on in order to assure himself that he is getting his money’s 
worth.” 

MILter Upton 
Beloit College 


Insurance 


Group Annuities. By KennNetH Btack, Jr. Philadelphia: University of Penn- 
sylvania Press, 1955. Pp. xvii+262. $4.00. 


This volume presents a thorough description of group annuities as now un- 
derwritten by United States life insurance companies. The title is descriptive— 
the book is concerned only with the one type of funding medium and does not 
attempt to discuss negotiated pension plans, trusteed plans, plans using in- 
dividual contracts, non-funded plans, or other developments in the retirement 
field. 

The survey of current practices is based on the operations of the seven life 
insurance companies accounting for 95 per cent of premium income under 
group annuities, out of the forty U.S. life insurance companies actively writing 
such annuities. It includes historical developments, legal considerations of the 
group annuity contract, its general and specific provisions, and variations from 
the basic deferred group annuity pattern. Principal underwriting rules, ad- 
ministrative functions, cost analysis, and important trends are included. 

The study attempts very few value judgments concerning current practices, 
evaluation of group annuities compared with other methods of funding, or 
other controversial matters. Although the author considered it outside the 
scope of his study there are many places where value judgments would have 
been useful. For instance, the author includes the following footnote on page 
81: “8. The vesting issue is worthy of an extended discussion that is beyond 
the scope of this study. It might be noted, however, that many of the very 
latest union-management plans covering predominantly hourly paid employees 
do not provide any vesting. But these probably represent the first efforts in 
this area to provide pensions on any large scale, and development of vesting 
formulas can be expected as more such plans are negotiated and as the present 
plans are renegotiated.” 

Mr. Black thus forecast in general the recent Ford and General Motors agree- 
ments where the struggle for the guaranteed annual wage overshadowed a most 
important development in vesting. Ford and General Motors employees will 
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now have vested pension rights when they reach age 40 if they have ten years 
or more of service with one of the companies. 

Only through the continued development of earlier full vesting of pension 
rights can private pension plans mean much for the average American worker 
who changes jobs several times during his working lifetime. And only if private 
pension plans help the average American worker can they effectively take their 
place as a partner of Social Security in solving the financial problems of old age. 

Group Annuities will be a useful reference volume for persons well versed 
in pension practice. It will also be helpful, in conjunction with other studies 
covering different types of funding, to those in industry and business who must 
choose the type of retirement plan to establish for their employees. 


C. GREENOUGH 
New York City 


Fundamentals of Private Pensions. By Dan McGitit. Homewood, IIl.: Irwin, 
1955. Pp. xv-+239. $5.00. 


This book is the initial publication of the Pension Research Council of the 
Wharton School of Finance and Commerce. It launches the Council’s program 
of research and publication. In view of the growth in importance and com- 
plexity of private pension plans as a key factor in the quest for old-age eco- 
nomic security, this research program will indeed be welcome and can be of 
great value. 

The book succeeds admirably in meeting its two objectives as set out in the 
Preface, namely, (1) to provide a broad background for more specialized future 
studies and (2) to serve as a basic text for persons seeking a fuller understand- 
ing of the private pension mechanism. It is organized in five chapters which 
cover the subject in the following parts: (a) underlying forces at work in the 
development of the private pension movement; (b) basic features of a private 
pension plan, such as coverage, benefits, and how the financing may be ar- 
ranged; (c) types of formal pension plans, insured or self-administered; (d) 
methods of financing, including methods of funding or other plans for financial 
management of the plan; (e) choice of funding medium, including various as- 
pects of cost, security, and flexibility of different funding methods. 

This is a well-written book, and its coverage of the field of private pension 
planning is obviously thorough and competent. The author’s work has been 
supported by extensive consultation and review by a number of outstanding 
authorities in business and insurance. The book is well organized and printed. 
A few minor discrepancies in figures were noticed in Table 7C and related text 
material (pp. 152-54). The only comment with respect to setup is that it might 
have been improved by numbering or lettering the subtitles in the various chap- 
ters. Particularly in chapter 2, the reviewer became lost among the various 
subheadings and found it difficult to retain a clear picture of the organization 
of the chapter. 

The tone of the book seems to be almost entirely descriptive. It does not deal 
with the “why” of adoption of various types and terms of pension plans. It 
does not attempt to give answers to fundamental questions such as whether 
the pension fund should be contributory or not; what its benefit structure should 
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include or exclude; should it be funded or not and if so in what manner. This 
is consistent with the general approach of the book, as stated in the Preface, 
that is, to analyze, not to advocate. Perhaps this is because, as pointed out in 
the Preface, the private pension field is highly competitive and strong differences 
of opinion exist with respect to certain practices, particularly with regard to 
the relative merits of various funding media. The Preface mentions that these 
differences of opinion are reflected within the membership of the Council. But 
the businessman reader especially may wish that it gave him more guidance as 
to why and under what circumstances certain features would be preferable to 
others. It is to be hoped that the Council’s future research will tackle con- 
troversial problems and publish conclusions. A contribution of tremendous im- 
portance by independent research to business and social welfare seems to be 
begging to be made in this direction. 

One of the most interesting aspects of private pensions which the book covers 
admirably is the importance of tax considerations as a factor affecting the form 
and extent of pension provisions for employees by business firms. Our income 
tax philosophy affects broad areas in planning and administration of pension 
plans 

For good reasons, this first publication does not cover the important area 
of profit-sharing plans and their relation to pension plans. In view of the close 
and important relationship between the two types of plans where they exist or 
may be considered for adoption, it is to be hoped that future research and 
publication by the Council will include the problems of integration of the two 
types of schemes. The book presents a very good bibliography of literature in 
the field of pensions. 

Roperick F. McDonaLp 
Detroit, Michigan 


International Finance 


Convertibility and Foreign Trade. By J. F. Gaston, F. W. Jones, H. P. Dryer, 
and H. Bopansky. (“Studies in Business Economics,” No. 45.) New York: 
National Industrial Conference Board, 1954. Pp. 159. $3.00 (paper). 


This study does not quite do what it was intended to do, i.e., blend foreign 
trade data with the problem of convertibility so that the reader can determine 
“the possibility of world-wide currency convertibility.” The goal was much too 
ambitious and falling short a bit must have been expected. What makes this 
study very much worth while is that the authors came so close to their goal, and 
within 159 pages. 

The first hurdle for the study is a definition of convertibility. The authors 
agree it is a term that must be used in a relative sense and not as an absolute 
concept as developed prior to 1914. They also seem to agree with the general 
opinion that convertibility “would be limited at least for some time to come 
to what is known as ‘current account’ transactions” (p. 12). 

The next hurdle is to develop a method of determining when monetary re- 
serves of the major countries of the world would be adequate to initiate this 
limited type of convertibility. Here their conclusion is that past experience 
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would not be a useful guide. In the words of the authors the taking of the step 
“would launch the world upon seas quite incompletely charted” (p. 21). 

The third hurdle, which consumes about 85 per cent of the authors’ space, is 
to assess whether the trends of world trade are such that the likelihood of con- 
vertibility is expanding; and if attempted, the chances of success. (It is assumed 
throughout that the United States will continue to be the financial center of 
the world.) 

The first bright spot observed for the chances for convertibility is the end 
of the dollar shortage. “Starting in 1950, foreigners have received enough dollars 
(from all sources)” (p. 37); and here you realize that this is a little different 
concept of the dollar shortage—it includes United States government grants. 
Therefore, under existing conditions convertibility is dependent upon continued 
dollar grants. But the authors see trends developing which point toward the 
elimination of the need for United States government grants to supply the free 
world with sufficient dollars. 

The need for United States government grants to avoid a shortage of dollars 
is seen to be disappearing, first, because the industrialization that is proceeding 
so rapidly all over the world will decrease the foreign demand for our manu- 
factured goods. This development is seen by the authors as “one of the most 
important changes in the international trade pattern” (p. 63). Second, we are 
importing a larger and larger portion of the raw materials we are consuming. 
If this trend in raw material use continues, which seems quite likely to many 
economists and their judgment is based in part on the Paley Report, it “would 
lead to a radical change in our balance on merchandise account” (p. 50). 

Finally the authors compare the costs of manufacture in the United States 
with costs in other highly developed countries to determine if we are likely to 
be able to sell our manufactured products in competition with these producers. 
Again the conclusion is one that will make it easier for foreigners to meet their 
dollar needs. Our costs are seen to be relatively high. About 40 per cent of the 
study is devoted to these cost comparison studies. The studies are based upon 
cost data of companies in this country manufacturing the same item abroad 
(p. 90). 

If these trends materialize the United States will take on the additional im- 
portant basic characteristic of the United Kingdom—deficit on trade account. 
One wonders if this will be the world of the future. I for one hope so. 


Ricuarp W. LinpHOLM 
Michigan State University 


The International Bank for Reconstruction and Development, 1946-1953. By 
INTERNATIONAL BANK FOR RECONSTRUCTION AND DEVELOPMENT. Baltimore: 
Johns Hopkins Press, 1954. Pp. 273. $4.00. 


This book, written by the staff of the Bank, is an objective presentation of 
the admirable record made by this novel intergovernmental co-operative insti- 
tution in its first seven years of operation as a “safe bridge” over which private 
capital, after fifteen years of a world-wide depression and war, could be induced 
to move again into foreign investments. This study should be of interest not only 
to students of international finance, bankers, executives of insurance companies, 
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and other institutional investors, but also to the management of manufacturing 
and trading corporations, especially those carrying on business abroad. 

The book is divided into three parts. Part I describes the origin, purposes, 
functions, organization, and financial structure of the Bank. Part II discusses 
the major operaational policies evolved by the Bank and the general character 
of its operations, including procedures for making and administering loans, lend- 
ing activities and financial results, technical assistance, marketing of its own se- 
curities, and its activities in support of private international investment. Part III 
contains a country-by-country description of the Bank’s operations limited to 
countries to which loans have been granted or where substantial technical assist- 
ance has been provided. Tables, charts, and maps aid the reader in visualizing 
the scope and geographic dispersion of the Bank’s activities. The text is followed 
by twelve appendixes containing the Bank’s balance sheet, types of currencies 
held by the Bank, capital subscriptions, the funded debt of the Bank, a state- 
ment of loans, the administrative budget, and the Bank’s Articles of Agreement. 

While the charter contains a number of stipulations regarding the Bank’s lend- 
ing operations devised to avoid the errors and to prevent certain practices char- 
acteristic of the foreign loans made by private investors in the 1920’s, it was 
left to the Bank to establish standards and procedures for granting and adminis- 
tering loans. The results so far attest to the sound judgment of the Bank’s man- 
agement and the efficacy of the evolved methods. Whether the Bank’s debtors 
could maintain their current good debt service record under conditions similar 
to those that prevailed during the decade of 1930, it is impossible to state. How- 
ever, “...one of the principal purposes of creating the Bank was to have an 
agency which could accept the special risks inherent in international investment 
in cases where, by reason of those risks, private investors were unwilling or un- 
able to act unaided. For example, so long as the danger of a third world war 
remains, the Bank must accept this risk if it is to achieve the purposes envisaged 
in its Articles of Agreement. Similarly, the Bank has to accept the risk of a re- 
currence of a world-wide depression of the type experienced in the 1930's; in 
fact, for the long term the Bank adopts for operational purposes the assump- 
tion that production, income and trade in the world as a whole will continue to 
expand.” 

In contrast to a number of 1920 foreign bond issues, the proceeds of which 
were used for purposes other than those stipulated in the indentures, and to the 
absence of supervision over the employment of the borrowed funds, the Bank 
maintains a close relationship with its debtors throughout the life of the loan. 
It “checks to assure that loan funds are expended only for authorized goods and 
services and closely follows the progress of the projects.” Moreover, the Bank 
loans are for specific projects which have been carefully investigated and found 
to be well blueprinted and engineered, and properly organized, administered and 
financed with a reasonable prospect to be a successful enterprise. Where needed, 
expert advice and technical assistance are provided. The Bank thus proceeds 
almost as a private corporation would in constructing a plant abroad with its 
own funds. 

One of the principal objectives of the Bank is to foster private international 
investments. Equity capital is preferable to loans as the former creates no fixed 
obligations. Moreover, equity investments are not likely to create convertibility 
problems as severe as those resulting from borrowing abroad. Difficulties in ob- 
taining foreign exchange arise in periods of depression during which profits de- 
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cline and in some instances are replaced by losses. Since under such conditions 
no dividends would be declared the problem of convertibility would not arise. 
The Bank, by promoting the establishment of an affiliate, the International Fi- 
nance Corporation, is endeavoring to build another “safe bridge” for the migra- 
tion of equity capital to countries where it is greatly needed. 


Srpa HELLER 
New York University 


The Dollar Dilemma: Perpetual Aid to Europe? By Metcuior Patyt. Chicago: 
Henry Regnery Company, 1954. Pp. vii+208. $2.75 (paper). 


In this volume Dr. Palyi strongly argues that American financial aid to Europe 
has been, on the whole, wasteful, inefficient, and unwise, and has failed in the 
objective of assisting Europe to restore its economies to higher levels of pro- 
ductivity and to become more self-sufficient. In fact, he claims, our assistance 
has deterred Europe from putting its own house in order and undertaking the 
solution of its own problems. (An exception is made for Western Germany.) 
He points out, furthermore, that the Foreign Aid program, instead of winning 
friends, has created enemies and bred antagonisms toward the United States. 

In essence, Palyi’s message is that the United States should cease in its at- 
tempts to bail out Europe and let it work out its own problems and salvation. 
This view he summarizes in the last paragraph of the book (p. 200) as follows: 
“Indeed, America does owe leadership to the world, leadership in the direction 
of restoring sanity. The one way to accomplish that is to stop all aid to Europe 
other than in specific cases of emergency. Economic aid, even if masquerading 
in uniform, makes us responsible for perpetual inflation and financial parasitism 
in the recipient countries.” 

The bulk of the volume is devoted to an analysis of European economic de- 
velopments since World War II. Throughout Palyi emphasizes that the policies 
followed by the European nations have interfered with and hampered the in- 
crease in productivity which is basic to the economic well-being of a country. 
He singles out the following developments or policies that in his opinion have 
resulted in stifling of economic incentive, fostering inefficiency, and, consequent- 
ly, limiting productivity: the development of the Welfare State with its empha- 
sis upon security for all; the rigid wage and price systems and the union policies 
of limiting productivity; the outmoded, inefficient, wasteful, and inequitable tax 
systems; and the pursuit of policies that prevent the restoration of sound cur- 
rencies. Each of these major items are discussed at some length and Palyi builds 
a strong case in support of his contentions. In his discussion of these matters 
Palyi constantly injects the view that American financial aid has supported the 
European nations in following uneconomic policies and has interfered with and 
delayed the institution of necessary reforms that would lead to a rejuvenated 
Europe. 

If all that Palyi says about the consequences of American foreign aid is true 
one wonders how two national administrations, supported by different political 
parties, could be so stupid as not to see these consequences and halt the gift 
giving. If our foreign aid has been helping to undermine the economies of Eu- 
rope, and Palyi sees very clearly that it has, why have not others seen this equal- 


° 
a 
] 
| 
» 


530 The Journal of Finance 


ly well some years ago? This reviewer cannot help but believe that the situation 
is more complicated than Palyi makes out, that remedies are not as simple as he 
assumes, and that foreign aid, granted some misdirection and waste, has been 
beneficial both to the recipients and the grantor. It may well be time to alter the 
gift-giving policy; but its wholesale condemnation as applied in the past is not 
judicious. 

The volume is well written. Now and then the use of intemperate language 
makes one think that the author is writing a polemic rather than a carefully rea- 
soned, scholarly work. It appears clearly, too, that Palyi has no use for Keynes- 
ian economic thinking and he minces no words about it—some of his more color- 
ful language is used when he is attacking Keynesian views. Keynes, in his view, 
is responsible for the adoption of “insane” policies, especially that of full em- 
ployment. 

NATHAN L. SILvERSTEIN 
Indiana University 


Investments 


Individuals’ Saving: Volume and Composition. By Irwin FRIEND with the as- 
sistance of Viro NaTRELLA. New York: Wiley, 1954. Pp. x+288. $5.00. 


The authors of this book have as their objective the presentation of a study 
that will “appraise the available data on individuals’ saving in the United States 
and, by analyzing the factors influencing saving, to develop the implications of 
these data for the determination of aggregate income.” Since the United States 
Securities and Exchange Commission and the United States Department of Com- 
merce are the main sources of these data, much of the discussion is devoted to 
an analysis of the information supplied by these two federal agencies. Both 
writers have a background with the SEC which makes them especially well 
equipped to give an authentic discussion of the problems involved in determining 
individuals’ saving. 

Part 1, called “Concepts and Measurements,” consists of nine chapters. The 
early part of the first chapter is devoted to the problem of defining such terms 
as saving, investment, and disposable income. Special emphasis is given to the 
definition of individuals’ saving as used by the Securities and Exchange Com- 
mission and how it differs from the one used by the Department of Commerce. 
Chapter 1 has many informative comments on the most logical meaning of the 
concept of saving and the difficulties of measuring this concept regardless of 
which definition is accepted. 

The methods used by the SEC and the Department of Commerce in estimating 
individuals’ saving are discussed in chapters 2 and 3. Since these two govern- 
ment agencies use different components in their series, their conclusions as to 
the amount of individuals’ saving are different. The advantages and the disad- 
vantages of each government agency’s method are given. Several statistical diffi- 
culties in measuring individuals’ saving are presented in chapters 4 and 5. The 
remainder of Part 1 discusses trends in saving, factors affecting the volume of 
saving, and historical relationships between saving and other variables. 

Part 2 of the book, called “Statistical Sources,” has in it twenty-four tables 
and a very good explanation of the terms used in these tables. The second part 
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of the study is primarily concerned with the sources and methods used in de- 
riving quarterly estimates of individuals’ saving. For those who want detailed 
information on how the SEC assembles data on individuals’ saving, Part 2 will 
be the heart of this scholarly book. 

The authors have made a notable contribution to financial literature on the 
composition of individuals’ saving. This study by Friend and Natrella should be 
an important reference book for businessmen whose decisions are influenced by 
government releases on individuals’ saving. 


Josrern F. BrapLey 
The Pennsylvania State University 


Planning Your Financial Independence. By JoHN E. LEIBENDERFER. Norman: 
University of Oklahoma Press, 1954. Pp. xiv-+294. $3.95. 


“The essence of successful family financial planning consists of the ability to 
build up a capital fund and at the same time provide adequate protection. ... By 
capital accumulation we mean simply a growing fund comprised of the ordinary 
forms of investment open to the individual, such as a savings account, stocks, 
bonds, real estate, mortgages and life insurance. . . . In most cases, maximum pro- 
tection at lowest cost (when the need is greatest) will be found in group and/or 
term insurance” (pp. 9, 15). 

Upon these keystones, Professor Leibenderfer sets forth in detail the tech- 
niques involved in building up for the individual a program of savings (of as little 
as $25 a month) to insure a retirement estate at age 65 amounting to a minimum 
of $47,910. The 5 per cent annual compounding rate results from dollar-aver- 
aging stocks of closed-end investment companies, in combination with a 65-35 
per cent formula plan. 

Part I of this well-written volume contains a detailed elaboration, in five-year 
intervals, of the building up of the fund through family expense control. Im- 
posing sets of exhibits, covering a family with $4,000 annual income at age 25 
and $6,000 at age 65, rearing three children under alternative college education 
and non-college assumptions, are somewhat staggering at first view. This reader 
found the tabulations relatively easy to follow after he had waded through the 
first two or three of the “ten ages of man” from marriage to retirement. Of inter- 
est was the author’s commentary (p. 111): “Thus, it would appear that the low- 
to-medium income family which finances three children through college will find 
its capital accumulation at retirement about $20,000 less than if they had not 
done so.” 

It is recognized that “development of individual planning on a large scale will 
undoubtedly cause conflicts with other types of organized financial planning by 
government, business, and certain social organizations.” Among these undoubt- 
edly would be: banks, for better income-producing accounts with savings and 
loan associations in amounts up to two to four months’ wages until the children 
leave home or college, and life insurance companies, because only term policies 
are advocated. 

Part II contains an exposition of the policy details underlying the savings tech- 
niques described. This section resembles, in part, many personal finance texts. 
This reader thinks the coverage of social security one of the best simple expla- 
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nations written. Most students will find helpful the detailed methods for balanc- 
ing bank accounts, recording expenditures, and keeping important records. 

The key to financial planning is expense control. The author enters contro- 
versial fields and takes definite stands. He advocates ownership of a new home 
of standard construction in a builc’:* development. Economies in food and 
clothing come from sales purchases. P. jlic transportation and used cars are im- 
portant. “The truth is that a new automobile is a luxury which the average man 
cannot afford if he wants to accumulate a sizable competence for his old age” 
(p. 228). Although the jacket states that answers to instalment buying are given, 
this reader could find only computations of rates, and an implicit view that this 
method of buying goods should not be used. In fact, the author eschews all use 
of consumer credit forms in favor of spending only out of savings. 

While others may not agree, this reviewer liked this book for several reasons. 
There is a hedging in Leibenderfer’s position. His strong belief in the use of se- 
curities to attain personal security is commendably refreshing compared to the 
hesitant caution of most writers on personal finance. His style is clear and force- 
ful, simple enough for the undergraduate who can follow the arithmetic of the 
tabulations. This volume is a welcome addition to the growing list of texts suit- 
able for classes in personal finance and consumer economics, and for popular 
consumption. 

Francis J. CALKINS 
Marquette University 


Research in the Capital and Securities Markets. New York: National Bureau of 
Economic Research, 1954. Pp. xii+76. $1.00 (paper). 


This survey of research in the capital and securities markets was made by 
the National Bureau of Economic Research at the request of the Special Re- 
search Committees of the Investment Bankers Association and the National 
Association of Securities Dealers. It is a follow-up on the 1946 report entitled 
Research in the Securities Markets which dealt with the need for research on 
the organization and functioning of the nation’s securities markets. The survey 
is divided into two basic parts: Part I contains an inventory of recent research 
on the capital and securities markets, and Part II is the report of the exploratory 
committee on research in these areas. 

The inventory of research in Part I is restricted to the capital and securities 
markets in a broad sense. It includes research on the financing which domestic 
business and governmental units do in the markets for long-term and inter- 
mediate-term funds and such related items as the issuance and transfer of 
stocks, bonds, mortgages, loans, and the like. Excluded are such areas as agri- 
cultural credit, real estate finance, consumer credit, short-term business credit, 
and the financing of foreign trade. This record of research is further limited 
to high quality studies on the basic problems of the securities markets and ex- 
cludes all research on operational procedures and techniques in the field. It 
covers studies published since 1946 or currently in process. This inventory is 
a useful annotated bibliography of the recent literature in this field. It is not 
only complete, but also contains pertinent comments about each item of research. 

Part II, the Report of the Exploratory Committee on Research in the Capital 
and Securities Markets, is divided into two sections. The first section contains 
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specific recommendations on the basic data in the field which the committee 
feels should be kept up to date. 

The second section of Part II contains suggestions on proposed areas for new 
research studies. The discussion of each project is in enough detail to make 
clear the areas in which gaps exist in information on the capital and securities 
markets. There are general suggestions as to how the needed research might be 
done. 

A study of this volume is a must for anyone currently engaged in, or con- 
templating research in, this or related areas. Suggestions for research studies 
range from those which an individual can do with limited resources to those 
which can only be done by a research organization with a sizable staff and 
adequate financing. This volume will prove especially helpful to Ph.D. candi- 
dates since it will give them a survey of what has been done in the field and 
of what remains to be done. It is to be regretted that no clearing house exists 
so that unnecessary duplication of research effort might be avoided. 


Cart A. DAUTEN 
Washington University, St. Louis 


Money and Banking 


Economic Fluctuations: An Analysis of Business Cycles and Other Economic 
Fluctuations. By Maurice W. Lee. Homewood, IIl.: Irwin, 1955. Pp. 
xviii+633. $6.00. 


This is a good book, in the traditional pattern of business cycle textbooks. 
It covers the usual topics: the nature of cyclical economic fluctuations (sea- 
sonal, trend, rhythmic patterns—Juglar, Kitchin, and Kondratieff cycles, etc.); 
a fairly detailed history of economic fluctuations in the United States; a brief 
section on national income accounting; two fairly long chapters on pre-Keynes- 
ian cycle theory followed by an introductory, six-page chapter on Keynes and 
the General Theory, and then four rather good chapters which pick up the na- 
tional income accounting concepts and use them in describing Keynesian and 
post-Keynesian (chiefly Metzler, Harrod, and Hicks) cycle theory. There follow 
seven chapters on economic stabilization (including direct controls), a descrip- 
tive chapter on a variety of forecasting techniques (old and new, good and 
bad), and three surprisingly ambitious chapters on international economic 
stabilization. 

Dean Lee writes well. His style is simple, clear, freer of ambiguity than 
usual, and he works in just enough of casual comment and sly wit to make the 
book interesting reading. The book should make a very satisfactory text for 
the usual course in business cycles. 

This reviewer’s quarrel is not with Dean Lee’s book per se. Dean Lee has 
probably done an accurate job of adapting his book to his market. Rather, my 
criticism is addressed to the market, i.e., to the traditional pattern of business 
cycle courses. The essential purpose of a course in business cycles should be 
to provide students with a useful and workable tool of economic analysis. Why, 
in 1955, should it be considered necessary to devote a substantial portion of a 
text in this field to obsolete theories of the business cycle, sun spots and all? 
Why should another full chapter be devoted to rhythmic theories, only to con- 
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clude (p. 59) “that there are no regularly distinguishable business cycles having 
real variations in timing.”? Why should the entire macroeconomic approach to 
business fluctuations (peculiarly attributed to Hicks et al.) be treated as just 
another in the intriguing sequence of cycle theories from Adam Smith on up? 

I do not contend that contemporary macroeconomic cycle theory is the last 
word. But it is a highly useful technique of economic analysis—the best we 
have to date. We need a good book which uses the best of presently available 
techniques and attempts to teach the student how to analyze the causes and 
consequences of the process of economic growth and change, and how to use 
that knowledge in problem solving and predicting situations. Dean Lee’s book 
is a good book, but it is not that book. 


Rosert C. TurRNER 
Indiana University 


Money and Banking in British Colonial Africa. By W. T. NeEwtyn and D. C. 
Rowan. London: Oxford University Press, 1954. Pp. xiv+301. 30s.; $4.80. 


This book presents the first unified study of the monetary and banking sys- 
tems of eight underdeveloped and economically dependent territories in British 
Colonial Africa. ‘The study has three objects: to describe the monetary and 
financial institutions of the territories, to analyze their operations from the 
point of view of their ability to promote both economic growth and stability, 
and to propose reforms which will enhance the effectiveness of the contributions 
these institutions make toward the attainment of these ends. 

Approximately half of the book is devoted to description. The desire to permit 
the territories to participate in the profits arising from currency issued to them 
led to the establishment of three regional currency boards which now passively 
administer the territorial currencies. Since these currencies are tied to sterling 
and since currency reserves (frequently in excess of 100 per cent) are main- 
tained in London, the system is best described as a sterling exchange standard. 
In seven of the eight territories all banking facilities are provided by branches 
of expatriate banks, and in the remaining territory they dominate the scene. 

However, the unwillingness on the part of these banks to extend credit to 
Africans has led to the development of an indigenous banking movement in 
Nigeria. The indigenous banks receive much more attention than their quantita- 
tive importance would ordinarily justify because the authors feel they are sug- 
gestive of the type of institutions likely to be well adapted to meeting African 
needs in the future. A review of other financial institutions along with a descrip- 
tion of embryonic money and capital markets completes this section of the book. 

An excellent analysis of the operation of the monetary and banking systems 
brings to light several serious inadequacies. The existing money supply is shown 
to be not only costly but also incapable of effective control by territorial gov- 
ernments. The role of the banking systems in providing money varies from 
passivity in Nigeria, where the money supply is income determined, to consid- 
erable activity in Southern Rhodesia where substantial credit creation has oc- 
curred in response to local conditions. 

The most serious weakness in the existing banking structure is found in the 
fact that the expatriate banks are not adapted to meeting the needs of African 
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borrowers. Since satisfactory progress in these areas is dependent upon the 
channeling of funds from expatriate banks to native enterprise some means 
must be found to fill this gap. The authors’ conviction, that the indigenous banks 
are best suited for this role, leads them to support the establishment of a central 
bank in Nigeria because they feel it would materially strengthen the indigenous 
banking movement. In relation to the monetary systems their proposals at a 
minimum embody the issuance of a fiduciary currency (Gold Coast, East 
Africa), and at a maximum adoption of (Nigeria, Central Africa) central 
banking. 

The proposals for reform which are advanced are both well thought out and 
daring. The reviewer was particularly impressed by the authors’ willingness to 
encourage departures from accepted standards of British banking. In addition 
the developmental and educational role envisioned for the proposed central 
bank in Nigeria is refreshing. 

When this work is viewed as a whole it is apparent that the authors have 
been successful in realizing the objectives which they set out to accomplish. 
Although a more equal distribution of emphasis upon the various territories 
might have been desirable, the difficulties of time and travel justify the existing 
unbalance. At a few points, such as the discussion of the development of the 
West African Currency Board, the authors have bored the reader with unneces- 
sary detail by incorporating into the text material which easily could have been 
omitted or relegated to an appendix. It is no criticism to say that this volume 
will not attract wide interest. Since the approach is comparative rather than 
historical it has relatively little to offer students of colonial history. However, 
specialists in comparative banking and those interested in the economic prob- 
lems of underdeveloped countries will find this volume quite rewarding. 


Rosert H. WEssEL 
University of Cincinnati 


Money, Banking and the Financial System. By Mitton L. Stoxes and Cart T. 
Art. New York: Ronald, 1955. Pp. vi+670. $6.00. 


This is a carefully organized and clearly written textbook. Its unique feature 
is that it begins with an analysis of the role of money, then takes up price level 
changes, and quickly explains the theories of the value of money. Thus the 
authors begin with what is generally considered the most complex part of money 
and banking but what is also a key to the basic understanding of it. 

They attempt to “adopt a logical framework that permits us to classify all 
these forces into a few manageable categories and also to establish a pattern of 
telationships—a method of approach that gives us a sense of direction and ties 
together what otherwise would be a collection of unrelated facts and observa- 
tions.” This is done primarily by examining in detail “the factors that directly 
and indirectly affect the volume of money expenditures and hence the behavior 
of price levels and income.” In covering a wide variety of subjects the authors 
show that all “have some relationship to the stream of money spending for the 
output of the economy” (p. 21). 

The authors use a series of diagrams to lead the student from the simple to 
the more complex aspects of national income analysis. Having erected this 
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theoretical framework, they proceed to hang the various historical and institu. 
tional aspects of money and banking upon it. This approach can be fatal unless 
the authors are lucid in their explanations. The safer approach is to start with 
institutions and history. But Professors Stokes and Arlt are quite successful. 

The book contains thirty-six chapters of which about twenty-one deal mostly 
with institutions, eight with theory, and seven with history. Most texts contain 
more financial history. 

The institutional chapters are somewhat uneven. Probably the best is the one 
stressing the fact that the Treasury, as well as the Federal Reserve, possesses 
powerful credit controls. Some chapters bog down in detail, such as the ones 
on check clearing, foreign exchange rates, savings institutions, consumer credit, 
and urban real estate finance, but it is not easy to liven these topics. 

The best historical chapters are the two that trace the accomplishments and 
changing objectives of the Federal Reserve System since 1914. They describe 
the rise of each new credit control device and its relative effectiveness with 
different objectives in mind. For example, fear of deflation has been dominant 
in the Board’s thinking in recent years. Other history chapters are less satis- 
factory, partly because of failure to appreciate the dangers of inflation and the 
virtues of the gold coin standard in checking it, and partly because of too many 
small errors and omissions. 

The authors try at times to be fair to the gold coin standard (p. 110), but 
their prejudice against it repeatedly shines through. They overlook some of the 
best arguments in its favor, such as the long-run record of monetary stability 
of gold coin standard countries and the protection that it affords against easy 
devaluation. Dates are given when various major nations went onto the gold 
standard (p. 99). Several are wrong—even our own. This country went on, not 
in 1900 but in 1879 (as correctly stated on p. 121). 

There were not nine countries actually on the silver standard in 1935 (p. 147). 
Commodity prices did not rise about 15 per cent after devaluation in 1934 but 
6 per cent (p. 142). It is not made clear that Benjamin Strong of the New 
York Federal Reserve Bank, not the Federal Reserve Board, was the dominant 
Federal Reserve personality in the 1920’s (p. 515). Some of these are matters 
of detail that another printing will repair but some reveal a definite bias toward 
easy money. Like many modern economists, the authors seem to fear deflation 
more than they fear inflation. This is despite the fact that historical experience 
shows that inflation has been the more frequent menace. 

On balance, the book is one of the best new texts, primarily because the 
authors present their material so clearly. 


Donatp L. KEMMERER 
University of Illinois 


Public Finance 
British Public Finances, 1880-1952. By Ursuta K. Hicxs. London and New 
York: Oxford University Press, 1954. Pp. viii+225. $1.25. 


In the last seventy-five years the expenditure and tax systems of the British 
government have undergone a transition of tremendous magnitude. In 1880, 
governmental activities were confined to those of the traditional public sector; 
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u- by the 1950’s the widespread acceptance of principles of the “welfare” state 
ss plus two world wars had increased the importance of the governmental sector 
th to the point at which government expenditures were equal to 40 per cent of 

national income. The growth in expenditures was accompanied by extensive 
ly changes in the tax structure, of which the most important was the development 
in of a very high, steeply progressive personal income tax. 

For the first time a general survey of these changes has been made available; 
ne Mrs. Hicks’s volume, in the Oxford Home University Library series, is designed 
es primarily for the adult non-economist reader, and thus is particularly useful 
es for the American reader who is interested in an over-all view of the British 
it, developments without excessive details. The volume also provides a description 
of the present British tax and expenditure system, but its usefulness for this 
ad purpose is limited somewhat by the fact that the discussion of the present sys- 
be tem is integrated so completely with the description of the historical develop- 
th ment that the former is not always easily disentangled. 
nt 
is- 
he 


The first portion of the book traces the general rise in expenditures by major __ . 
purposes, with stress on the various welfare activities, such as social security 
and housing, which have accounted for the bulk of the increase. On the whole, 
hy the welfare expenditures account for a much higher percentage of the budget 
than they do in the United States, despite the lag in educational activities. 


ut Problems encountered in the development of a satisfactory housing program Ma 
he are discussed at length. 

ty In the analysis of taxation, major emphasis is placed upon the income tax, by 

sy far the most important element in the tax structure. Of particular interest to 

Id the American reader is the discussion of the initial allowances system for meet- 


ot ing the problem of replacement costs of capital equipment in excess of original 
cost; the exclusion of capital gains from tax; the taxation of rental value of 
). owner-occupied homes; and the long-standing tradition (not always observed 
ut in practice) of avoiding double taxation of corporate earnings paid out as divi- 
“W dends. The fear of adverse incentive effects of continued high-income taxation 
nt as a factor leading to some increase in the relative importance of indirect taxes ‘. 
TS in the last decade is noted, but little new light is thrown on the important ques- 
rd tion of the actual effects of income taxes on incentives. The death duties (ex- 
on 

ce 

he 


tremely high by comparison with American levies) and the indirect taxes, in- 
cluding the purchase tax, receive relatively brief consideration. 

Local government finance receives separate treatment. The similarities be- 
tween the financial problems of British local governments and those of our own 
localities are striking. The localities in Britain are confined almost entirely to 
ER the “rates’—the property taxes—for their own tax revenue. The much more 
limited scope of these taxes, which in general do not apply to farm or industrial 
property, and the even greater absence of other local tax sources, have necessi- 
tated a greater reliance on grants to the local governments than in the United 
States. The diverse grant systems are analyzed, with stress on the basic problem 
of how to meet local financial needs without complete loss of local autonomy. 

The last sections of the book deal with budget systems and policies, and with 
government borrowing and debt management. The budget techniques are out- 
ish lined, as well as the transition from a policy of annually balanced budgets to 
30, one of deliberate unbalance for purposes of fiscal policy. The policy of main- 
or; tenance of continued low interest rates in the postwar inflationary period is 
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severely criticized, and Mrs. Hicks strongly defends the policy of restoration 
of monetary controls, after 1951, as an instrument of economic stability. 

This volume is a useful addition to the library of American students of public 
finance and a useful reference volume, available at extremely low cost. 


Joun F. Due 
University of Illinois 


A Century and a Half of Federal Expenditures. By M. Stave KENprICcK, as- 
sisted by Mark WEHLE. (“Occasional Paper,” No. 48, revised.) New York: 
National Bureau of Economic Research, 1955. Pp. x+102. $1.25 (paper). 


This is a neat and compact study of the record of ever expanding federal 
expenditures. Fifty-four of its ninety-nine pages are devoted to investigations 
of (1) the growth of federal expenditures from 1794 to 1952; (2) a comparison 
of war-connected and civil expenditures during those years; and (3) the after- 
math of World War II. 

In analyzing the growth of federal expenditures, four tables and ten charts 
are included to augment the discussion. This study reveals a series of ever higher 
plateaus of federal spending after major wars and compares the short-term 
effects of war-connected and civil expenditures. Expenditures of the federal 
government are shown in terms of percentages of national income, using Mar- 
tin’s realized income figures for 1789 to 1889, Kuznets’ gross national product 
figures for 1869 to 1939, and Department of Commerce national product figures 
for 1939 to 1951. When viewed in chart form, these data drive home the realiza- 
tion that larger and larger portions of the national product are being consumed 
by federal expenditures to the detriment of the nation’s future well-being. 

The second portion of the paper contains a detailed study of the war-con- 
nected and civil expenditures of four major wars: the War of 1812, the Civil 
War, World War I, and World War II. In addition, the impact of expenditures 
of the Mexican and Spanish-American wars on the national product are in- 
cluded. Evidences of the great similarity of types of expenditures before, dur- 
ing, and after the major wars dominate this portion of the study. Actual war 
costs, veterans benefits expenditures, and interest payments, etc., are individ- 
ually appraised, with emphasis on the detailed reasons for the growth of such 
spending. 

Part 4 of the paper is a short discussion of the aftermath of World War II, 
mentioning the effects of the cold war and the Korean War, with the consequent 
increase in spending for such matters as foreign aid, the atomic energy program, 
etc. 
The appendixes deal with the increased costs of technological advances in 
military weapons and equipment and with the derivation and sources of the 
expenditure data. The contents of the seven tables and fifteen charts of the 
paper are excellently explained. Source material is equally well identified and 
annotated. 

This short work will be of tremendous value to any person teaching courses 
in public finance, national income analysis, or economic theory. In regard to 
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the historical pattern of expenditures, there is valuable information for invest- 
ment officers in banks, trust, or insurance companies. The paper is concise, 
clearly written, and well worth the time spent in its study. 


G. Hevson 
University of Miami 


Income Redistribution and Social Policy. Edited by Atan T. Peacock. London: 
Jonathan Cape, 1954; distributed by Macmillan, New York. Pp. 296. 25s.; 
$4.00. 


This represents an ambitious attempt to evaluate the extent of redistribution 
of incomes resulting from tax and expenditure policies in Denmark, France, 
Great Britain, the United States, and some underdeveloped territories, and to 
expound and justify the methodology utilized in arriving at the conclusions 
respecting redistribution. 

Partly because of the variations in the fiscal patterns and economic systems 
of the various countries and in the availability of appropriate statistical data, 
and partly because of the divergencies of author approach, the conclusions of 
the various authors are not strictly comparable. There seems to be a general 
over-all awareness, however, of the complexity of the problem and of the ne- 
cessity of relying upon rather arbitrary preliminary assumptions respecting in- 
cidence of taxes, imputed benefits from expenditures, and the allocation of tax 
burdens and expenditure benefits among different income categories. There ap- 
pears also to be an awareness that some of these assumptions will not necessarily 
meet with universal acceptance. 

The chief value of the volume is in the argumentative exposition. The results 
are so limited in scope of time, relating in several instances to one year only, 
are based upon so many debatable assumptions, and are so hedged about with 
qualifications, that it is unlikely that any careful reader will carry away the 
impression that x distribution really took place in any given country in any 
given year. Nor is there any evidence in the volume that the authors expect or 
desire slavish acceptance of any given statistic of redistribution. 

In his Introduction the editor says: “there is no doubt that the state has 
played an important part in the formation of the final distribution of incomes 
in many modern communities.” It seems unlikely that anyone would take issue 
with that statement. 

In chapter i on “The Macro-economics of Income Redistribution,” by Harry 
G. Johnson, and in chapter ii on “Modern Welfare Analysis and the Forms of 
Income Redistribution,” by Denstone Berry, the authors “consider the applica- 
tion of economic analysis to the phenomenon of income redistribution through 
public finance.” 

In the chapters on “Redistribution of Income in Denmark,” by K. Lemberg 
and N. Ussing, on “The Social Services and Income Redistribution in France,” 
by Georges Rottier and Jean Francois Albert, and on “The Social Services in 
Great Britain and the Redistribution of Income,” by Mr. Peacock, the authors 
present informative pictures of the tax systems and of the governmental social 
services in those countries, and offer interesting interpretations of their data 
with respect to income redistribution. 
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The chapter on “Redistribution through Government Budgets in the United 
States, 1950,” by Alfred H. Conrad, is naturally the one of greatest interest in 
this country. It fills more than a third of the entire volume. 

Mr. Conrad makes a number of assumptions concerning the shifting and in- 
cidence of taxes and imputed benefits from government expenditures which are, 
to say the least, highly debatable. The reviewer finds it particularly unfortunate 
that he has followed the lead of some other economists in classifying social 
security contributions as taxes, thereby contributing a major element of dis- 
tortion to the entire tax picture. The unfortunate terminology employed by 
Congress in designating these contributions as taxes has led to many paradoxical 
and illogical conclusions, with the result that a reform that was definitely in- 
tended to be a welfare measure is branded as regressive. For example, a worker 
who is so unfortunate as not to be covered by the system and who must provide 
his own retirement benefits out of his own earnings at a far greater cost would 
appear to be favored taxwise as compared with the wage earner in covered 
employment. The arguments advanced in favor of classifying these contribu- 
tions as taxes could also be applied to payment for postage stamps and use of 
toll bridges. The user has the privilege of employment, letter writing, or the 
use of the bridge, but the exercise of his option in foregoing the privilege in 
any of the three cases would result in such hardship that to all intents and 
purposes the charge is compulsory. 

The assumption that sales and gross receipts taxes, including license fees and 
customs receipts, are paid by the consumer in their entirety could also be de- 
bated. Space does not permit a discussion of all the various assumptions re- 
specting the redistributive aspects of the tax system, but at least a measure of 
doubt could be injected respecting most of them, largely because of the inherent 
complexity of the subject. 

The imputation of specific benefit by income groups from governmental ex- 
penditures, other than for welfare, is another hazardous undertaking and many 
questions could be raised concerning the assumptions made. To cite one ex- 
ample, is it defensible to assume that benefit from police and fire protection 
can be “imputed according to the distribution of real property holdings, on the 
ground that the services may be assigned primarily to the protection of prop- 
erty,” with the consequent result that such protection “is sharply regressive”? 
(“Regressive” is used throughout the volume in the sense of favoring high 
income groups.) Surely the protection of life and limb is of some consequence. 
It would be equally plausible to argue that such protection was progressive, 
since deaths from fire are largely among the very poor who live in slum dwell- 
ings and other firetraps. Although the reviewer has never seen any attempts to 
measure the impact of crime by income groups, it seems fairly likely that the 
victims of crime are concentrated more among the low income groups than 
among the higher brackets. One hears more frequently of a petty tradesman 
being killed for a few dollars than of a wealthy person for a large sum. It 
would be the poor who would suffer most from abolition of police and fire 
protection. 

Notwithstanding the most painstaking statistical accuracy, the validity of 
the results obtained from any study can never be greater than the accuracy of 
the preliminary assumptions on which the study is based. There is much that 
is helpful in the volume, but one questions whether the authors have not at- 
tempted to treat statistically too many elements that are inherently uncertain. 
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Can we really hope to isolate the income redistribution effected by fiscal 
policies in any statistically exact sense? It could hardly be disputed that any 
fiscal system relying heavily upon progressive taxes and spending generously 
for welfare purposes will have direct redistributive effects and probably also 
indirect ones, but do economists contribute to understanding when they build 
up a superstructure of statistical detail upon preliminary assumptions which are 
to a large extent incapable of substantiation? 

The volume makes a valuable contribution in many respects, but two serious 
questions arise concerning the over-all concept. First, would not a more helpful 
approach have been to have made first a long-term analysis of changes in income 
distribution in the various countries and then to have considered major elements 
that were apparently responsible for such changes? 

Second, in considering the impact of fiscal policy upon income redistribution 
would it not have been better to have confined the statistical portions of the 
study to such taxes and such expenditures as could defensibly be allocated by 
income groups and perhaps to have considered in addition, but not necessarily 
on a statistical basis, the over-all impact of the budget and its multiplier effect 
upon income redistribution? It is of questionable value to treat with statistical 
exactitude elements that are inherently uncertain. In the chapter on “Redis- 
| tribution of Income in Underdeveloped Territories,” T. B. Lim has followed 
somewhat this approach. 
| One is repeatedly reminded of the treasure hunter in Edgar Allan Poe’s The 
Gold Bug. The results obtained depend greatly on whether the plumb is dropped 
from the right or the left eye of the skull. 

Maset WALKER 


Tax Institute, Incorporated 

Cutting Your Unemployment Taxes: A Practical Guide to Minimizing Unem- 
, ployment Compensation Costs. By R1icHARD J. Potter. New York: Pren- 
. tice-Hall, 1954. Pp. 87. $10.00. 

4 This is a double-spaced manuscript of seventeen concise chapters. The author 
? emphasizes the thought that dealing with the unemployment tax problem is es- 
h sentially a matter of human relations involving the employer, employee, ex- 
2 employee, and the personnel of the Department of Employment Security. 

,s After pointing out that the major factor influencing the tax rate is the number 
- and amount of claims and that the basic way to hold the tax down is to have 
0 stable employment, the employer is then urged to take advantage of every 
€ opportunity of presenting a valid protest against any and all claims. The nature 
n of these protests is indicated. 

n The titles of certain of the chapters are indicative of the principal purpose 
t of the book, which is to inform the employer as briefly and as specifically as 
e 


possible how he may keep his unemployment taxes down. Among these titles 
are: Are You Paying More than You Should?; First Steps To Take To Hold 
of Your Tax Down; Five Ways To Protect Your Reserve Account; Effective 
of Handling of Protests; Handling the Employee Laid Off for Lack of Work; and 
at Types of Charges to Protest. 

t This portrayal of procedures is written for the employer and largely from 
the employer’s point of view, although the author does observe that it is im- 
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portant to the employee that the employer see that the funds are administered 
as required by law. Yet in the main the matters stressed are the rights of the 
employer and the legal conditions to which the employee must conform in order 
to become and remain eligible for benefit payments. 

In brief, this is a handbook designed to aid employers to save money through 
a within-the-law management of the unemployment compensation program as 
it affects the individual employer. 


Marvet M. STocKweEti 
University of California 
Los Angeles 


The Budgetary Process in the United States. By AnTHUR SmitHtIEs. New York: 
McGraw-Hill, 1955. Pp. xxi+486. $6.50. 


This excellent volume should be given widespread attention. Although some 
of its main points have been stated well and circulated widely in an earlier CED 
pamphlet, the full report contains a wealth of additional insights as well as a 
large amount of information. 

The author’s chief concern is with the “processes by which the Federal Gov- 
ernment reaches expenditure decisions.” He affirms “the economist’s creed” that 
“decisions that result from deliberate choice among alternatives yield more 
satisfactory results than those made by less rational methods.” With federal 
spending now about one-sixth of GNP, decisions on both the level of total 
spending and the amounts for specific items are of tremendous importance— 
for the somewhat differing problems of inflation-employment and the allocation 
of resources. As Professor Smithies shows, briefly but forcefully, the procedures 
now used in budget-making were developed largely to deal with a much simpler, 
and very much smaller, problem. For today’s needs, the methods within the 
Executive and within Congress are seriously inadequate. 

For example, the task is much too big; concern for details prevents adequate 
attention to major issues, both in voting funds and in spending them; basic 
policy-making is not integrated carefully with the formulation of an over-all 
budget or the voting of appropriations; within neither the Executive nor Con- 
gress is the budgetary process one for comparing alternatives; the Executive 
has done little to make the process of budget preparation a device for promoting 
efficiency; the time required is needlessly long; “vertical” vs. “horizontal” con- 
siderations are inevitably difficult to reconcile; experience is not analyzed 
carefully. 

One notable feature of this whole treatment is the combination of sym- 
pathetic understanding with forthright analysis of implications of our failure 
to solve hard problems from which escape is impossible. The author brings the 
skill of a trained economist and the experience of years as a civil servant and 
consultant to focus on what seem real deficiencies but with restraint and realistic 
appreciation of the conditions within which improvement must be sought. He 
points to progress and gives credit, recognizing that today’s problems are due 
more to growth of the over-all task than to inaction in attempting solution. 

The discussion of specific improvement possibilities follows the statement of 
the general problem. The job has two essentially different aspects: program de- 


tern 
ther 
pro 
Ma 
pen 
gral 
of 
that 
of | 
T 
mal 
sou 
cies 
of | 
to 
cial 
A 
dis 
ana 
and 
of | 
j and 
do 
lev 
7 
me 
wo! 
per 
doe 
aid 
for 
| bet 
vie 
cat 
fen 
ele 
cep 
hig 
for 
| ser 
| wh 
tha 
the 
Co 


Book Reviews 543 


termination and the choice of methods for executing programs efficiently. Nei- 
ther can be done well under present methods which combine them into a single 
process. Basic improvement requires distinguishing between them in action. 
Major objectives include true comprehensiveness of consideration of both ex- 
penditures and revenues; preparation and consideration of the budget on a pro- 
gram basis, and in broader categories with less specification; much more review 
of past performance, focusing on economy and efficiency. Concrete proposals for 
achieving these objectives are made; several consist of wider use of methods 
that have already proved successful. No review can begin to suggest the range 
of promising suggestions offered. 

Two parts, making up almost half the book, then discuss in more detail the 
making of the defense budget and programs in five non-defense areas—water re- 
sources, agriculture, veterans’ benefits, government enterprises and lending agen- 
cies, and grants-in-aid. Each treatment contributes directly to an understanding 
of general problems and the value of the various recommendations (as well as 
to an appreciation of government operations). The section on defense is espe- 
cially revealing and important. 

A final part deals with the broad economic impact of the budget. The level of 
discussion is sophisticated enough to satisfy the professional economist. Brief 
analyses of annual balance as a guide for budget policy, the CED alternative, 
and budget policy and the threat of chronic inflation are more than summaries 
of the familiar, for they contain fresh thinking. Yet they are sufficiently simple 
and moderate in tone to persuade without antagonizing (I hope) those who still 
do not appreciate how changes in national government finances can affect the 
level of employment and prices. 

The style is pleasant; some phrasing is extremely skilled. The typography 
meets high standards; the index appears adequate. Little attention is given to 
work of other writers on budgeting, but their important ideas that would be 
pertinent are not (to my knowledge) ignored. 

A few minor points may be defective: the title is too broad, for the book 
does not include state and local budgeting; the discussion of federal grants-in- 
aid is less complete than most readers would appreciate; the lack of sympathy 
for a federal capital budget might be misconstrued to mean lack of approval of 
better accounting for capital used by government which appears (wisely in my 
view) to be indorsed in another connection; design changes as a factor compli- 
cating the pricing of military equipment and secrecy as a problem of good de- 
fense budgeting may be underrated; quality of personnel seems to me a bigger 
element in the budget-making process than Professor Smithies acknowledges. Ex- 
cept, perhaps, for the last, these and other points I might make in qualifying 
high praise are minor. 

A very important problem has been analyzed well. Constructive suggestions 
for dealing with it are made. Both the analysis and the suggestions deserve the 
serious attention of a broad audience. Economists, political scientists, and others 
who should, I think, give this book prompt attention may find more to question 
than I have. They will not, however, question the wisdom of devoting time to a 
thoughtful reading. 

C. Harriss 
Columbia University 
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New Rapid Tax Depreciation: How To Use It Profitably. By W1Ltarp F. Stan- 
Ley. New York: Prentice-Hall, 1955. Pp. vi+153. $15.00. 


This book is concerned with financial, economic, accounting, and other aspects 
of new options for the more rapid depreciation of assets afforded by the 1954 
revision of the federal tax law, specifically Sec. 167 of the Internal Revenue 
Code. Its purpose is to acquaint the businessman with his new rights and to give 
him background for deciding whether and how to take advantage of the new 
options. 

As to rights (chap. 1), it is alleged that most taxpayers heretofore have felt 
constrained to accept Treasury estimates of length of useful life and amortize 
the cost on a straight-line basis. The taxpayer is now specifically given the right 
to choose instead either the sum-of-the-years’-digits method or the declining bal- 
ance method. Under the same length of life assumptions, either will shift much 
heavier write-offs to the earlier years of asset life. So long as he uses the latter 
method, the taxpayer may employ a percentage annual rate up to twice the 
straight-line rate; and he may shift in any year (midway in asset life is recom- 
mended) to the straight-line method at the customary rate for the then esti- 
mated useful life. This last combination is suggested as advantageous for “prop- 
erty items with high salvage and relatively short life expectancy”; otherwise the 
sum-of-the-years’-digits method is preferred. 

The “financial gains” (chap. 2) consist of the additional cash retained in the 
business as the result of the heavier depreciation charges in the earlier years of 
asset life. No effect on prices paid by consumers or on competitive price policies 
is assumed or explored. The higher depreciation charges produce more cash by 
reducing the net taxable income figure, and thus by reducing expenditures for 
taxes. It is recognized that cash expenditures on dividends may also be reduced 
if the higher depreciation is allowed to affect the net profit figure reported to 
stockholders; but the author’s emphasis throughout is on the saving in cash on 
tax expenditures. Funds thus generated internally for the purpose of financing 
modernization or expansion are regarded as especially important for business 
units that could not or would not otherwise secure them. 

“Economic gains” are considered (chap. 3) to arise from the productivity of 
the added funds. The funds are costless, being in effect an interest free loan from 
the government, the term of which is longer for the longer-lived assets and 
verges toward infinity in the case of continuous expansion. Therefore, the amount 
of economic gain is the alternative cost of such funds in the case of the firm 
that would have obtained them otherwise. And for the firm that could not or 
would not otherwise obtain such funds, the economic gain is the entire addition 
to net income from the assets bought with the tax deferrals. The author shows 
how to reduce such gains to a single figure—an annual rate or a discounted lump 
sum—and discusses the assumptions as to rates and period necessary to such 
calculations. 

The discussion of accounting aspects (chap. 4) includes the point that the em- 
ployment of a rapid depreciation option may result in more realistic expense and 
balance sheet figures where the Treasury has been reluctant to give due recog- 
nition to obsolescence risk. In any case the use of the options would cause an 
increase in records and clerical work. Considerable space is given to the ques- 
tions as to whether depreciation should be recorded on the books in the same 
amounts reported for tax purposes. And if not, whether to report to stockholders 
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and regulating commissions the net income as affected by the actual amount of 
tax paid or as affected by the amount of tax that would have been paid had the 
same rate of depreciation been used for both purposes. Mention is made that 
this last method is favored for public utility companies by the federal and many 
state commissions (p. 78). 

Other aspects (chap. 5) include: the effect on disposition of property (e.g., 
apparently “sales” to wholly owned subsidiaries can enhance the tax savings) ; 
inflation and recession (advantage under both); effect on rates charged con- 
sumers by public utilities (“not a party” .. . “position in no way changed”); and 
the effect on Uncle Sam’s pocketbook (“everybody wins”). 

Is rapid depreciation ever inadvisable? Chapter 6 is given over to this ques- 
tion and consists of only one page (“these cases would be few and far between’’). 
The final chapter offers summary conclusions and illustrative cases. The essence 
of the book can be summed up in one quotation from p. 113: “We think almost 
all taxpayers eligible to adopt rapid depreciation will gain by doing so. With high 
expansion of short lived property the financial assistance will be helpful and 
sometimes decisive. With longer life, economic gains should be paramount and 
prove well worth while, nearly always exceeding any possible future losses from 
unforseeable higher tax rates or money costs in subsequent years of lower de- 
preciation deductions.” 

The author has not rested on mere generalizations, but has offered a wealth 
of tables to bolster his conclusions and to aid the businessman in selecting the 
method most adaptable to his particular situation. 


Harotp G. FRAINE 
University of Wisconsin 


Real Estate Finance 


Experience in Urban Real Estate Investment: An Interim Report Based on New 
York City Properties. By Leo Gresrer. New York: Columbia University 
Press, 1955. Pp. xviii+277. $9.00. 


This report covers 312 cases which included 581 New York City properties. 
Investment experience for many of the cases covered the period from 1900 to 
1950; for others, two to four decades of experience were included. Generally, the 
cases have an unbroken experience record of at least twenty years. Over a third 
of these cases are apartment houses, both elevator and walk-ups; 7 per cent are 
office buildings, although they represent 40 per cent of the assessed values; near- 
ly a third are lofts; and the remainder are single family properties operated for 
income purposes. Nearly a third of the buildings studied were constructed before 
1890. Many of the properties have typically been in “strong hands” because of 
the length of time they remained in a single ownership. 

The study traces the tremendous rise in the income-producing capacity of real 
properties between 1900 and the late 20’s, with rapid acceleration during the last 
half of this period. The declines in income during the early 30’s largely wiped 
out the gains of the preceding period. However, these properties did not par- 
ticipate strongly in the upsurge in economic activity which characterized the late 
40’s. In part this was due to the continuation of rent controls on both residential 
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and commercial properties in the New York area and in part to “structural and 
locational obsolescence” of the properties included in the study. The study points 
out the varying impact of rent controls on different types of property. 

Of special interest is the fact that tax burdens tended to ease somewhat fol- 
lowing the depression but that operating costs increased rapidly, with payrolls 
increasing in importance in more recent years. 

While the number of properties is significant for the New York area, the lo- 
calized nature of the study limits its present usefulness. One of the objectives 
of the publication, however, was the stimulation of similar studies in other cities, 
and the New York report will gain in value as such studies become available. 

The necessity of combining properties into groups in order to protect confi- 
dential information also imposes some limitations on the usefulness of the study. 
From the standpoint of the student, individual case studies might have been 
more useful, but it would not have been possible to present such materials with- 
out revealing information avout many of the specific properties included in the 
study. 

One can always wish that a study of this type might have accomplished more, 
even though it has made an important contribution in its area. For example, in- 
vestments in real estate may and often are related to broader investment pro- 
grams. Under such conditions the real estate investments must be considered as 
parts of a total portfolio, rather than individually. Also the relative tax position 
of these investments was not considered: “. . . the investment returns are com- 
puted before depreciation and on a ‘free and clear’ basis before debt charges. 
Consequently, they do not reflect the tax advantages of deducting depreciation 
allowances from net operating income—advantages that in many cases were sub- 
stantial, particularly in recent periods when income tax rates were high” (p. 28). 

In addition, properties may be studied from other approaches than that of 
investment. Often they form a part of many-sided business enterprises, but this 
type of investigation would of course have carried the study far beyond its cur- 
rent scope. One of the interesting features of the study is its attempt to com- 
pare real estate investment experience with experience in other areas—notably 
real estate mortgages and corporate bonds. Of special interest to students are the 
appendixes, which carefully define the terms used and the procedures followed 
in handling accounting problems and index numbers. 

The study ends in 1950, and it would be interesting to know the extent to 
which these properties have improved their income-producing capacity in the 
highly prosperous period of the last five years. Recent incomes, however, prob- 
ably were limited by the rent control laws and by rising costs. 

In summary, this is an excellent study, and Dr. Grebler deserves congratula- 
tions for the care with which he has presented the results of a difficult and com- 
plicated research effort. 

ArtHur M. 
Indiana University 
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BECKWITH, BuRNHAM P. Marginal-Cost Price-Output Control: A Critical His- 
tory and Restatement of the Theory. New York: Columbia University Press, 
1955. Pp. viii+283. $5.75. 


The author’s restatement of the theory is that either price or output should 
be directly controlled so as to make price equal marginal cost, and his conclu- 
sion is that the most significant effect of the general adoption of marginal-cost 
control would be a substantial increase in the real national income. 


Brack, Joun D. Farm and Other Operating-Unit Land-Use Planning. Cam- 
bridge, Mass.: Harvard University Press, 1955. Pp. 119. $.50 (paper). 


Information needed by those concerned with land-use planning in different 
agencies and parts of the United States is brought together in this new manual. 


Bowen, Howarp R. The Business Enterprise as a Subject for Research. New 
York: Social Science Research Council, 1955. Pp. viii+103. $1.25 (paper). 


This report details the rich and varied opportunities for research on the busi- 
ness firm and brings out the relevance of the methods and insights of each of 
the several social science disciplines in such research. 


Brown, G. H. (ed.). Readings in Marketing from Fortune. New York: Henry 
Holt, 1955. Pp. ix+-134. $1.25 (paper). 


This collection of readings, providing a set of detailed and specific examples 
of institutions and situations that can be treated only at a general level in a 
marketing text, is presented as a supplement to textbook material in the intro- 
ductory course in marketing. 


Cooke, GrtBert W., and Pierce, B. L. An Introductory Survey of Business 
Management. Dubuque, Iowa: Wm. C. Brown Co. Pp. xi+401. $4.75. 


Intended for the Freshman college student, this textbook integrates account- 
ing, legal controls, and the economic background of industry into a unified ap- 
proach to the problems of business management. 


“Fundamentals of Federal Taxation.” New York: Practising Law Institute, 1955. 
$2.00 each (paper). 


In view of the changes made by the 1954 Revenue Code, the new series of 
monographs on Fundamentals of Federal Taxation issued by the Institute fills 
an important need. The series includes six booklets: Jtems of Gross Income 
(59 pp.), Deductions and Credits (107 pp.), Accounting Periods and Accounting 
Methods (109 pp.), Capital Gains and Losses (72 pp.), Income Taxation of 
Estates and Trusts (75 pp.), and The Gift Tax (106 pp.). 


GarRDNER, Frep V. Profit Management and Control. New York: McGraw-Hill, 
1955. Pp. x+285. $6.00. 
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Dealing with practical application of profitgraphs and the break-even point, 
this book offers a new approach in co-ordinating capitalgraphs and profitgraphs 
and tying them into the fundamental balance sheet and profit and loss state- 
ments. 


GinzBerc, Ext (ed.). What Makes an Executive? Report of a Round Table on 
Executive Potential and Performance. New York: Columbia University Press, 
1955. Pp. xii+179. $3.50. 


This report considers a broad range of problems dealing with the selection, 
development, and utilization of executives. 


Heckert, J. Brooxs, and Wrtson, James D. Business Budgeting and Control. 
2d ed.; New York: Ronald, 1955. Pp. vi+441. $6.75. 


The twenty-eight chapters of this second edition are organized into three main 
parts: general aspects of business budgeting and control, techniques, and ad- 
ministrative aspects of budgeting. The over-all management viewpoint is empha- 
sized. 


Hepner, Harry WALKER. Modern Marketing: Dynamics and Management. New 
York: McGraw-Hill, 1955. Pp. viii+599. $6.00. 


The dynamic factors that affect marketing practices are stressed in this new 
textbook. The selection of much of the content has been guided by the expec- 
tations of top managment. 


Hickman, Bert G. The Korean War and United States Economic Activity, 
1950-1952. (“Occasional Paper,” No. 49.) New York: National Bureau of 
Economic Research, 1955. Pp. viii+64. $.75 (paper). 


The major lesson of this study is that consumers provided with sizable hold- 
ings of liquid assets and easy access to consumer credit can markedly influence 
the course of economic activity if, as a group, they develop expectations that 
lead them to make advance purchases on a large scale. 


Hoacianp, Henry E. Real Estate Principles. 3d ed.; New York: McGraw-Hill, 
1955. Pp. xii+538. $6.00. 


All the chapters of this standard textbook have been revised and some have 
been completely rewritten. The book has been rearranged to present the con- 
tents in a more logical order and the materials have been brought up to date. 


Juctus, M. J., Perersen, E., and Terry, G. R. Introduction to Business. Home- 
wood, Ill.: Irwin, 1955. Pp. xv+675. $6.00. 


After introductory chapters on the meaning of business and the various types 
of business enterprises, this textbook discusses the functions of marketing, manu- 
facturing, financing, personnel relations, transportation, and communicate facili- 
ties, accounting and statistical facilities, and governmental relations. 


Lonc, Joun Dovuctas. Methods of Agency Continuation. (“Indiana Business 
Report,” No. 19.) Bloomington, Indiana: Indiana University, 1955. Pp. 110. 
$2.00 (paper). 
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This report considers the best ways to preserve local property insurance agen- 
cies from one generation to the next. It makes clear the disturbing lack of plan- 
ning by agents for passing the business on to successors. 


LoncMAN, Donatp R., and ScurrF, MicHAEL. Practical Distribution Cost Analy- 
sis. Homewood, Ill.: Irwin, 1955. Pp. xii+450. $6.50. 


This is a detailed and well-illustrated presentation of the principles and prac- 


tice of cost analysis prepared for use by students, businessmen, accountants, and 
marketing men. 


Mattita, Joun M., under the direction of E. A. GAumnitz. An Econometric 
Analysis of Construction. (“Wisconsin Commerce Reports,” Vol. IV, No. 1.) 
Madison: University of Wisconsin, 1955. Pp. 85. $1.15 (paper). 


The factors influencing the level of investment in the construction industry 


are analyzed using the new econometric approach developed by the Cowles Com- 
mission. 


Mayo, H. B. Democracy and Marxism. New York: Oxford University Press, 
1955. Pp. xi+364. $4.00. 


The author concludes that we cannot be sure that democratic deeds will be 
more effective and persuasive than communist agitation and promises. 


MENDES-FRANCE, Pierre, and ArpANT, GABRIEL. Economics and Action. New 
York: Columbia University Press, 1955. Pp. 222. $3.50. 


Inspired by the philosophy that government must “scientifically plan” much 
or most economic activity, the authors are especially concerned with convincing 
all peoples of the necessity and possibility of “a policy of full employment un- 
accompanied by inflation.” 


NewMaNn, WILLIAM H., and Locan, James P. Management of Expanding Enter- 
prises: Report of Round Table Discussions by Leading Business and Profes- 
sional Men. New York: Columbia University Press, 1955. Pp. viii+125. $2.75. 


The theme of this report is that the future of our free enterprise system will 
depend on how well the management of our large-scale, expanding firms face 
critical issues in the next half century. 


Peacu, W. Netson. Principles of Economics. Homewood, Ill.: Irwin, 1955. Pp. 
xvi+ 704. $6.00. 


This is neither an institutional text nor a theoretical one but rather an ele- 
mentary textbook in which the author endeavors to use empirical material for 
more than just illustrative purposes. 


PyLe, Witt1AM W. Fundamental Accounting Principles. Homewood, Ill.: Irwin, 
1955. Pp. xvii+808. $6.00. 


A graded, accurate approach to the study of accounting is undertaken in this 
textbook to meet the needs of students who will make accounting a career as 


well as those who will use accounting as a tool in some other field of speciali- 
zation. 
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RvuBENSTEIN, AtBerT H. (ed.). Coordination, Control and Financing of Indus- 
trial Research. New York: Columbia University Press, 1955. Pp. xviii+429. 
$8.50. 


Twenty-eight papers are presented in this volume, which is the fourth in a 
series reporting the proceedings of the annual conferences on industrial research 
sponsored by the Department of Industrial Engineering at Columbia University. 


SAMUELSON, Paut A. Economics: An Introductory Analysis. 3d ed.; New York: 
McGraw-Hill, 1955. Pp. xxii+753. $5.75. 


Utilizing the over-all national income approach, succeeding editions of this 
popular textbook reveal an increasing appreciation of the importance of neo- 
classical theory. 


SAMUELSON, Paut A., BisHop, Rosert L., and CoLeMAN, JoHN R. (eds.). Read- 
ings in Economics. 2d ed.; New York: McGraw-Hill, 1955. Pp. xi+488. $4.50 
(cloth) ; $3.25 (paper). 

In this new edition the authors have dropped items regarded as being out of 
date and have added fresh items of current interest. Emphasis is given to indus- 
trial organization and pricing, defense economics, and comparative economic 
systems. 


SmitH, Georce ALBERT, Jr., and CHRISTENSEN, C. RoLanp. Policy Formulation 
and Administration: A Casebook of Top-Management Problems in Business. 
Rev. ed.; Homewood, Ill.: Irwin, 1955. Pp. x +749. $6.00. 


The thirty-four cases presented here have been selected from a somewhat 
larger number now being used at the Harvard Graduate School of Business Ad- 
ministration in a course entitled “Business Policy.” 


SmitH, Howarp R. Economic History of the United States. New York: Ronald, 
1955. Pp. x+763. $6.00. 


In contrast to the common topical approach, the presentation in this new text- 
book is narrative and chronological. 


SPENGLER, Epwin H., and Kiern, Jacos. Introduction to Business. 4th ed.; 
New York: McGraw-Hill, 1955. Pp. x+623. $5.50. 


Changes in both content and organization have been made in this new edition, 
which includes new sections on advertising, public relations, and business law. 


SpreceL, Henry W. Current Economic Problems. Rev. ed.; Homewood, IIL: 
Irwin, 1955. Pp. x+682. $6.00. 


This revised edition groups economic problems under the four headings of 
progress, security, freedom, and peace, and includes new chapters on economic 
development and on the New England economy. 


Truep, Mertyn N., and MIKEsELL, Raymonp F. Postwar Bilateral Payments 
Agreements. (“Princeton Studies in International Finance,” No. 4.) Prince- 
ton: Princeton University Press, 1955. Pp. 92. $.25 (paper). 


Th 
paym 
mean 
UNIT 
dis 
| 
tende 
UNIT 
ve" 
: ute 
Fo 
cent 
givin 
Su 
lur 
UNIV 
ne: 
Ty 
parat 
VAN 
| 
Th 
have 
| 
Pp 
parts 
back; 
Univ 


Books Received 551 


The authors of this report find that the credit function of existing bilateral 
payments agreements may prove to be extremely difficult to supplant with other 
means. 


Unitep Nations. Statistical Yearbook, 1954. New York: United Nations, 1954; 
distributed by Columbia University Press. Pp. 594. $7.50 (cloth); $6.00 
(paper). 

In this sixth issue a number of the tables have had their subject scope ex- 
tended or have been redrafted to present the data in a more useful manner. 


UnITED NATIONS DEPARTMENT OF ECONOMIC AND SocIAL AFFAIRS. Economic Sur- 
vey of Asia and the Far East, 1954. Bangkok: United Nations, 1955; distrib- 
uted by Columbia University Press. Pp. xvi+223. $2.00 (paper). 


Following the pattern set in the 1953 survey, the present volume analyzes re- 
cent economic developments in individual countries of the region, in addition to 
giving a regional treatment of these developments. 


Unitep Nations DEPARTMENT OF EcoNomiIc AND SocraL AFFAIRS. Economic 
Survey of Europe in 1954. Geneva: United Nations, 1955; distributed by Co- 
lumbia University Press. Pp. xii+315. $2.50 (paper). 


This latest survey includes studies of regional problems in European countries 
and the structure of the French economy. 


UNIVERSITIES-NATIONAL BurREAU COMMITTEE FOR EcoNoMIC RESEARCH. Busi- 
ness Concentration and Price Policy. Princeton: Princeton University Press, 
1955. Pp. x+514. $9.00. 


Twelve studies grapple with the problem of measuring concentration, the com- 
parative efficiencies of large and small enterprises, and other aspects of business 
concentration and price policy. 


Van CisE, Jerrotp G. Understanding the Antitrust Laws. New York: Practising 
Law Institute, 1955. Pp. 173. $2.00 (paper). 


The statutes and cases in this field of law are summarized in this new work 
which seeks to explain in simple terms what the antitrust laws are and how they 
have come to assume their present form. 


Wuittier, Cuartes L. Creative Advertising. New York: Henry Holt, 1955. 
Pp. xviii+585. $6.00. 


The material in this new text, after the introductory chapters, falls into three 
parts, which are concerned with expressing the advertising idea, the technical 
background of advertising, and the integration of advertising and selling. 


Ciype WILLIAM PHELPS 
University of Southern California 
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What will 
the cost of living be 4 


when ¢ Retire? 


How much will a new suit cost? A pair of shoes? The 2 
daily purchases at the grocery store? Books, travel, the 
other things that make the years of retirement worth while 
for the educator? 


Inflation is causing real hardship today for anyone who 
retired on a fixed income. He receives the same number of 
dollars in his pension check each month, but he has seen 
his purchasing power dwindling away in recent years. 


A pioneering type of annuity, available only to college ( 
staff members, now tries to do something about this prob- 
lem. Educators may pay up to 50% of their annuity pre- | 
miums to the new College Retirement Equities Fund; the t 
balance of the premium to TIAA. ; 


The unique CREF variable annuity is based uponcommon 
stocks; it will pay more annuity dollars when common 
stock prices and earnings are high—usually, when the cost 
of living is high. The accompanying TIAA annuity pays a 
level number of dollars regardless of economic trends—giv- 
ing greater purchasing power when the cost of livingis low. 
This balanced system tends to hedge 
against both inflation and deflation. 
Any employee of a college or university is eligible. Write 
for further details; we employ no agents. 


TEACHERS INSURANCE AND ANNUITY ASSOCIATION 
: COLLEGE RETIREMENT EQUITIES FUND 
522 Fifth Avenue, New York 36, N.Y. 
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Allyn and Bacon announce— 


MODERN REAL ESTATE PRACTICE: A Managerial Approach 

by FREDERICK E. CASE, University of California, L.A. 
Dr. Case shows how real estate principles can be translated into practice with 
emphasis on the viewpoint of the successful, professional real estate executive. 
He not only describes what a real estate businessman does but why he does these 
things, and the economic and business principles he must use. Actual, practical 
case study problems at the end of each chapter, graphic presentations of the real 


estate executive’s functions, and the latest research findings in the field round 
out this new and valuable text. A Teacher’s Manual will be available. 


To be Publ. in Jan. 1956, app. 500 pp., 6 X 9", illus. 


Examination copies available, write to: 


ALLYN AND BACON COLLEGE DIVISION 
70 Fifth Avenue, New York 11, New York 


The American Economic Review 


Volume XLV CONTENTS June, 1955 
Financial Aspects of Economic Development . . .. . . . . . %<J.G. Gurley 
Factor Proportions in Underdeveloped Areas . . . . Eckaus 
Cotton Mechanization and Economic Development . . . . . . . Stree 
Spatial Equilibrium: Livestock-Feed Economy . . . . K.A. Fox and R.C. Taeuber 
Soviet Price Reductions for Consumer Goods . . . C.D. Campbell and R. G. Campbell 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American 
Economic Association and is sent to all members. The annual dues are $6.00. Address editorial com- 
munications to Dr. Bernard F. Haley, Editor, American Economic Review, Stanford University, Room 
220, Stanford, California; fer information concerning other publications and activities of the Associa- 
tion, communicate with the Secretary-Treasurer, Dr. James Washington Bell, American Economic 
Association, Northwestern University, Evanston, Illinois. Send for information booklet. 
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Ready tn January... 


REAL ESTATE APPRAISAL 
A Critical Analysis of Theory and Practice 
By Paut F. WEnpT, University of California 


This important new text represents the first serious attempt in 
recent years to review the general framework of appraisal the- 
ory. The author effectively integrates both the theoretical and 
practical aspects of valuation. 


TRENDS AND CYCLES IN ECONOMIC ACTIVITY 
An Introduction to Problems in Economic Growth 


By WILtiaM J. FELLNER, Yale University 


A systematic treatment of business cycle problems. Working the 
analysis of cycles into the theme of economic growth, the text 
covers the general area of dynamic economics. 


HENRY HOLT and CO. - New York 17 - San Francisco 5 


A Fresh, Authoritative Contribution... 


MONEY AND 
BANKING 


By Eugene S. Klise, Ph.D., Miami University 
Oxford, Ohio 


Here is a new introductory book that is primarily concerned with explain- 
ing the relation of money and banking to the general economy. It provides 
a balanced treatment of historical material and institutional operation 
with an adequate coverage of monetary theory and fiscal policy. Proper 
emphasis is given to the role of the Treasury as the dominating factor in 
the field of money and credit. The book is well suited for a two-semester 
course, as well as a one-semester course, if supplemented by the suggested 
recent readings suggested in the free instructors’ manual. 


South-Western Publishing Co. 


(Specialists in Business and Economic Education) 
Cincinnati 27 - New Rochelle,N.Y. - ChicagoS SanFrancisco3 - Dallas2 
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ANNOUNCING! 


CASE PROBLEMS IN FINANCE 


By ROBERT J. OPPITZ, School of Commerce, Washington University 


This is a book of 85 case problems in Corpora- 
tion and Business Finance, designed to sup- 
plement all basic texts in these areas. All 
problems have been class-tested, and ma- 
terial is cross-referenced to appropriate chap- 


ters of basic Finance texts. Special emphasis 

is placed on areas of budgeting and financial 

planning and control. 

Approx. 144 pages Ox 
To be published January, 1956 


ORGANIZING AND FINANCING BUSINESS 


5th Edition 


By JOSEPH H. BONNEVILLE and LLOYD E. DEWEY, New York University 


Used by more than 160,000 students, this 
text has been for over 21 years a leader in its 
field. Elementary in character, the book 
avoids involvements and technicalities that 
naturally must enter advanced reading in 
finance. Although simple balance sheets and 
financial statements are occasionally shown, 
the student need not know accounting in or- 


der to understand them. Study and review 
questions with each chapter plus over eighty 
detailed problems bring out all salient points, 
The instructor’s Manual (free when you 
adopt the text) contains suggested solutions 
to the problems plus effective examination 
material for every chapter. 


6" x 9" 401 pages Published, 1952 


INVESTMENT PRINCIPLES AND PRACTICES 


4th Edition 


By RALPH E. BADGER, Standard Research Consultants, Inc., and HARRY G. GUTHMANN, 
Morrison Professor of Finance, Northwestern University School of Commerce 


This text brings the student both a full analy- 
sis of the principles that underlie investment, 
and a “how-to-do-it”’ presentation of meth- 
ods and practices in the field. The authors 
first treat the investment markets, and then 
take up financial analysis in relation to in- 
vestments, the mathematics and mechanics 


CASES AND PROBLEMS IN 
By FRANCIS J. CALKINS, Marquette University 


This is a volume of problems, cases, and read- 
ings covering the broad field of investments. 
It contains 105 practical problems, at all 
levels, covering all phases of securities, in- 


of investments, taxation, the business cycle, 
and investment policy and practice. Through- 
out, they make principles live for the student 
by relating them to actual events in the 
financial world. 

6” x 9” 


858 pages Published, 1951 


INVESTMENTS 


vestments, and markets. They involve defi- 
nite data to show the student “how” as well 
as “why.” 
268 pages 
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| 4 Books 


ELEMENTARY STATISTICS: For Students of Social Science 


and Business 
By R. Ciay Sprow.s, University of California, Los Angeles. 422 pages, $5.50 


A basic, elementary text for all social science and liberal arts students. It deals primarily 
with the formulation of decisions based upon incomplete information. It considers statistics 
important as inference, not description. Emphasis is on principles of inference, the ideas of 
hypotheses, risks of error, and the evaluation of these risks in terms of the operating char- 
acteristics of a statistical test. Also included is the treatment of a time series as a stochastic 
or random variable and the employment of some statistical tests for the detection of sys- 
tematic components before estimating them. 


INTRODUCTION TO INVESTMENTS. New Second Edition 


By Joun C, CLENDENTN, University of California, Los Angeles. 676 pages, $6.50 


A comprehensive book pointed at the development of personal and family investment pro- 
grams, and practical in its emphasis on market values and tax matters. Successive groups of 
chapters discuss the economics of investment values and income, the nature and value of 
corporate securities, the security markets, important types of investments, taxes, and in- 
vestment management. The range of topics covered is wide, and all material is thoroughly 
revised and up to date. 


ECONOMIC ACCOUNTING 


By Joun P. Powetson, Pu.D., CPA, Assistant Chief of Training, International Monetary 
Fund. 500 pages, $7.50 


This book is a course in accounting principles for non-business students. By using journal 
entries assembled on worksheets, it teaches the balance sheet, profit and loss statement, and 
statement of funds for both proprietorships and corporations without covering the inter- 
mediary bookkeeping steps. It also contains a survey of unit-cost principles. It explains the 
difference between business and economic concepts in accounting and deals at length with 
aggregate statements covering large sectors of the economy. Among the latter are Federal 
Reserve Bank balance sheets and statements of the money market, national income accounts, 
balance of payments, and the input-output structure of industry. It shows how these state- 
ments are based on business accounting principles, and it points out the areas in which 
accounting is valuable in economic analysis. 


NATIONAL INCOME ACCOUNTS AND INCOME ANALYSIS 
New Second Edition 


By Ricuarp Rvuaates, Yale University. In Press 


Like its predecessor, this new edition is an introductory college text for students of economics 
which develops the national income concept on the basis of the transactions which take place 
in the economy. The revision adds new material on structure and uses of national income 
accounts and on a comparison of U.S., U.N., and European accounts, and brings all sta- 
tistics and tables up to date. Constituting the basis of discussion is the meaning of accounts 
of producers, the government, and consumers, and the manner in which such accounts reve: ! 
the structure of the economy. 


Send for copies on approval 


McGRAW-HILL BOOK COMPANY, Inc. 
330 West 42nd Street New York 36, N.Y. 
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FINANCING BUSINESS FIRMS 


By Cuar.es L. Pratuer, University of Texas 


This new text by the well-known author of the successful and outstanding Money and 
Banking presents a thoroughly modern treatment of the subject matter customarily 
taught in courses in Corporation Finance. It demonstrates again Professor Prather’s 
ability to write clearly and interestingly and to organize material for maximuin teach- 
ability. This volume covers the theories and principles of business finance which 
apply to unincorporated business firms as well as to those that are incorporated. It 
pioneers in stressing depreciation allowances and retained earnings. 


Copyright 1955 556 pages $6.00 


PERSONAL FINANCE: Principles and Case Problems 


By Artuur W. Hanson, Harvard Graduate School of Business Administration and 
JEROME B. Counen, College of the City of New York 


Adoptions in more than 125 colleges and universities give ample evidence that this 
text is now leading its field. Those already using it in the classroom are enthusiastic 
over its teachability and comprehensive coverage. The entire volume is packed with 
useful, up-to-date, authoritative factual material presented in a concise, readable style 
of writing. Realistic case problems supplement each chapter. Personal Finance has 
been placed on the 1955-56 list of texts suggested for study by the American Institute 
for Property and Liability Underwriters in preparation for the C.P.C.U. examinations. 
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PUBLIC FINANCE 


By Piank, University of Denver 


Designed as a text for comprehensive as well as one-term survey-type courses, this 
book offers a broad analysis of public expenditures, taxation, borrowing and debt 
management, fiscal administration, and fiscal policy. It treats all phases and issues of 
public finance objectively and thoroughly with emphasis where it will conform to the 
greatest student interest—on taxation, with special attention to the tax forms of income, 
sales, and property. It is readily adaptable to courses of varying length and emphasis 
and is well documented with respect to basic sources and current materials. 
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